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THE NATURE OF PUBLIC FINANCE AND THE 
MAIN DIVISIONS OF THE SUBJECT 

1 1. Public finance is one of those subjects which 
lie on the bonier line between economics and politics 
It is concerned with the income and expenditure of 
jniblie authorities, and with the adjustment of the one 
to the other The “ Pnnciplcs of Public Finance " 
arc the genera] principles winch may be laid down with 
regard to these matters 

“ Public authorities ” Include ah sorts of territorial 
government*, from pamh councils up to national. 
iro[>ciia! anJ even International governments They 
ddler widely amoig themselves, ol course, as regards 
the magnitude ol the areas and populations w Inch they 
govern, III* range cl (unctions winch they escrase, 
their uicihodi cf obtaining inenme. the objects of their 
es{<c;vditure, and their (manual tvlatkms with other 
public autlionties. sujenor or subordinate to them- 
selves But la a broad survey c( tbs subject these 
didoctwe* are only o( secondary importance In 
jui titular. time U no (undamentai d.sUnctioa lx tween 
the jxiiihc Cuatior of “ central “ and uf * Juc^l ” 
awlhuuUcs vu such a country as C't*l Bntna, r » ol the 
various giajrs c-( gosenunfi.t in the lutfirxh) cf a 
l'<*d< isl Csnctitutioa 

la In m.vlrrn uvdi'ml couim-'-iics the mcor,,* 
and csjxnhturt td jvUi; a-.th *«>r» cucuail. almost 
♦ slIuwsiIj’. of tanney tn «. ;4» and ru.iiey payments. 
Iht wvu-d “ (.nance " v- fc i^!i»s ** iru/j suttiis " ar.i 
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the Death Duties of landowners may, with the consent 
of the Inland Revenue authorities, be paid in land,' 
though, when this proposal was first made in the House 
of Commons in 1906, it was ridiculed on the ground 
that, il it was accepted, distillers would next be asking 
to pay their Death Duties in whisky Again, certain 
taxes may be paid by handing over certain public 
securities. Since 1919, ior example, Death Duties may 
be paid in Victory Bonds, a convenient means of debt 
redemption, though somewhat expensive to the 
Treasury, since a £100 Bond, which was issued at 85 
and until 193a always stood below par in the market, 
is accepted as the equivalent of £100 of tax. 

Since 1920. also, in the United States royalties, 
payable under leases of publicly owned od-beanug 
lands, may be juid to the Federal Government in oil * 

5 3 The main division in pubbe finance is between 
public income and public expenditure, which form two 
symmetrical brandies of the subject. Some writers 
have excluded public expenditure from tbe scope of 
public finance, but this is dearly illogical Public debts 
are often treated as a separate branch of the subject 
and this is convenient, since they give nse to a number 
il special problems On the other hand, receipts from 
;wUic borrowings form pari of public income, while 
payments of interest on, and rrju) ments of the pnnapal 
of, public debts form pan of public expenditure 
S inula 1 ty receipt* from public assets, whether in the 
shape of annual income or of the proceed* of sale*, form 
j»rt of public income, while jut-meats ‘n respect of 
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Chapter II 


THE PRINCIPLE OF MAXIMUM SOCIAL 
ADVANTAGE 

§ x. la the sphere of public finance we are still 
greatly beset by the superficial views and shallow pre- 
cepts of an earlier age. " The very best of all plans of 
finance," said J. B. Say, a hundred and thirty years 
ago, " is to spend little and the best of all taxes is that 
which is least in amount." He would still find many to 
agree with him. Much current discussion, and even 
much orthodox literature on this subject, starts from 
the negative assertion that " every tax is an evil.” 
Credulous minds are thus biased in advance against 
all forms of public expenditure. This view is quite 
unscientific. It would be equally unscientific, but not 
more so, to start from the positive assertion that " all 
public expenditure is a £iod.” It is not true that every 
tax is an evil. A tax on alcohol, which by raising its 
price diminishes its consumption, may be a positive 
good. For it was not a desirable state of things, when 
in the eighteenth century in England “ a man could get 
drunk for a penny and dead drunk for twopence.” 
Similarly, of course, it is not true that all public 
expenditure is a good. Expenditure oil unnecessary 
wars is an obvious evil Again, the large sums which 
have been paid in unemployment benefit and poor 
relief during recent years, without any appreciable 
attempt to reorganise our productive resources, indicate 
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a grave failure of practical statesmanship. A somewhat 
similar reflection is suggested by the large payments of 
interest on War Debt. But it is not possible to pass a 
complete judgment upon any operation in public 
finance without balancing against one another both 
sides of the operation, the effects of the raising, and 
the effects of the spending, of public revenue. 

It is idle to speak, as many do, of the " burden of 
taxation," regardless of the benefit of the corresponding 
public expenditure. No sensible person speaks of the 
“ burden ” of drawing cheques, regardless of the 
purposes for which they are drawn. 

Historically the idea that all taxes are an evil 
appears as a deduction from the facile individualist 
doctrine that, outside the narrow sphere of its tradi- 
tional minimum of activities, the State can do no 
right. But this doctrine is now seen to err on the side 
of simplicity. Historically also the idea is connected 
with the supposed distinction between " productive " 
and "unproductive” expenditure. It was imagined 
by early economists, including Adam Smith and 
Ricardo, that most of the private expenditure, which 
taxation checked, was " productive," while all public 
expenditure, which taxes paid for, was " unproduc- 
tive.” But this idea is fallacious, and the supposed 
distinction which it implies has long been discredited. 
The only economic test of the " productiveness " of any 
expenditure is its productiveness of economic welfare, 
and public expenditure on education and health, for 
example, is often productive of greater economic 
welfare than private expenditure on luxuries, or even 
on new capital goods.' 

• S** Ch. XVII f, and especially \j. 
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None the less, it is an ingrained habit with many ' 
" respectable authorities " on public finance, — states- 
men and city magnates, no less than textbook writers — 
somewhat uncritically to deplore that growth of 
public expenditure which, independently of war and 
preparations for war, has been steadily proceeding 
in all civilised communities for many years past. A 
long series of Chancellors of the Exchequer have 
harangued successive Parliaments upon this theme with 
traditional gloom and set phrases of dismay. But a 
Chancellor of the Exchequer deprecating in the House 
of Commons expenditure sanctioned by the Cabinet, 
oi which he is, or should be, one of the roost influential 
members, is surely a slightly absurd, if not almost an 
unconstitutional, spectacle. For, 'if he has not con- 
sidered the expenditure to be reasonably necessary, he 
should have resigned. 

It is a truth not confined to public finance that 
" our great need is economy.” But there is a sharp 
distinction to be drawn between false and true economy, 
between spending as little as we can, regardless of the 
results attained, and spending whatever is necessary in 
order to produce the best results attainable, — in short, 
between spending little and spending wisely. 1 

§2. -If, therefore, public finance is to be treated 
as a branch of science, economic or political, and not 
merely as a string of catchpenny maxims, one funda- 

• "Mete parsimony is not economy. Expense and great expense 
may be an essential part in true economy. Economy is a distribu- 
tive virtue and consist* not m saving but in selection Parsimony 
requires no providence, no sagacity, no powers ol combination, no 
comparison, no judgment Mere instinct may produce this false 
economy m perfection. The other economy has larger views It 
demands a discrimi n ati n g judgment and a firm sagacious mind." 
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mental principle must lie at the root of it. Hiis we 
may call the Principle of Maximum Social Advantage. 
Most of the operations of public finance resolve them- 
selves into a series of transfers of purchasing power. 
These transfers arc made, by taxation or otherwise, 
from certain individuals to public authorities, and back 
again from these authorities, by way of public expendi- 
ture. to other individuals, some of whom, such as police- 
men or contractors, render services in return, while 
others, such as old age pensioners, do not.' This 
distinction between transfers in payment for services 
rendered, and transfers to which no services are related, 
is important in classifications of public expenditure. 
But it need not detain us here. As a result of these 
operations of public finance, changes take place in the 
amount and in the nature of the wealth which is pro- 
duced, and in the distribution of that wealth among 
individuals and classes. Are these changes in their 
aggregate effects socially advantageous? If so the 
operations are justified ; if not, not. <Jbe best system 
of public finance is that which secures the maximum 
social advantage from the operations which it conducts^ 
This principle is obvious, simple and far-reaching, 
though its practical application is often very difficult. 
But the difficulty is inherent in the subject, and cannot 
legitimately be avoided by substituting a wrong 
principle for a right one, in order to arrive more easily 
at practical conclusions. 

§ 3. In seeking to apply this principle we need to 
have before us certain tests of social advantage. The 

* Sometimes the beneficiaries of public expenditure receive, 
not purchasing power, in the form of money, but specific goods or 
services, inch as uniforms, education or medical treatment 
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Erst which suggests itself is the need to preserve the 
community, assuming it to be worth preserving in its 
existing form, against internal disorders and external 
attacks. How this should best be done falls outside 
the scope of this discussion. But it is a question of 
wise public policy at home and abroad, and not merely 
of expenditure on armaments and police. If any 
community in its existing form is not worth preserving, 
it is the business of statesmen to change its form. 
And, in any case, it is their business to increase the 
welfare, both economic and non-economic, of its 
members. 

This brings us to the more strictly economic tests 
of social advantage, with which this book is primarily 
concerned. The two chief conditions of an increase in 
the economic welfare of any community are, first, 
improvements in production, and second, improvements 
in the distribution of what is produced Improve- 
ments in production resolve themselves into increases 
of productive power, so that a larger product per head 
of the population shall be obtained with a smaller 
effort, and improvements in the organisation of 
production, so as to reduce to a minimum the waste 
of economic resources, through misdirection and 
unemployment. Improvements in distribution resolve 
themselves into a reduction in the great inequality, 
which is found in most civilised communities, in the 
incomes of different individuals and families, and a 
reduction in the great variability, between different 
periods of time, of the incomes of particular individuals 
and families, especially among the poorer sections of the 
community. A reduction in inequality is desirable, in 
order that income may be distributed, at any given 
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time, more in accordance with individual and family 
needs at that time, and with capacity to make good 
use of income. A reduction in variability is desirable, 
in order that there may be a greater stability, through 
time, in the economic life of the community, and par- 
ticularly in the incomes and employment of individuals. 
Such reduction in variability is another aspect of the 
better organisation of production. To meet changes, 
through time, in individual and family needs, is a 
separate problem. All these are well accepted canons 
of economic improvement, and in so far as the opera- 
tions of public finance can bring about improvement on 
the whole, such operations are justified. 

It should be added that the statesman is a trustee 
for the future, no less than for the present. Individuals 
die, but the community, of which they form a part, 
lives on. The statesman, therefore, should prefer a 
larger social advantage in the future to a smaller one 
to-day. 

§4. With these applications of the Principle of 
Maximum Social Advantage we shall be concerned in 
more detail later.' But at this point a few negative 
conclusions may usefully be drawn, as correctives to 
certain popular arguments. 

It is impossible " to make an estimate," as is some- 
times suggested, " of what this country, taking its 
income into consideration, could really afford in th e 
way of public expenditure." For what can be 
*' afforded " depends partly on how the money is raised, 
and partly on how it is spent. We cannot afford 
the expense of an unnecessary war, or even of an 
unnecessary public department, however the money is 
raised. On the other hand we may be able to afford 
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a considerable expenditure in various desirable direc- 
tions, ii the money is raised by one scheme of taxation, 
but not if it is raised by another. Unless hedged about 
with many qualifications and assumptions, the *' tax- 
able capacity " of a community is a phrase which has 
very little meaning.* 

Again, it is not universally true that "private 
individuals spend money betteT than government does," 
and the general restriction of public expenditure cannot 
be defended on this basis. Gladstone, indeed, used to 
speak of " leaving money to fructify in the pockets of 
the people,” as though it were a ripening cheese, and to 
defend this policy as preferable to the maintenance of 
taxation, even when the chief purpose of the latter was 
the more rapid reduction of national debt. But he and 
most of his generation were blind to the advantages 
of public expenditure on such objects as old age 
pensions, provision against sickness and unemploy- 
ment, and the like. Amid the grave financial difficulties 
of the period through which we are passing we need to 
scrutinise more closely than usual the expenditure of 
private individuals, no less than of public authorities. 
This truth is not yet as widely emphasised as it should 
be. Thus in the early summer of 1920 I noticed one 
day the headlines of two newspapers, side by side. One 
pilloried " The Spendthrifts " and contained an article 
attacking the Government for paying large salaries to 
officials at the Ministry of Transport ; the other 
advertised " Ascot Last Day,” and informed me. with 
an air of regret for the good old days, that some ladies 
were wearing only four new dresses during the six days 
of that race meeting, instead of the six which were 
• S*« Not* on “ TmUf Cnpaulr " «t It. *nd of Ci XJL 
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customary before the war. " Retrenchment " is a 
blessed word, but it should be applied to private no 
less than to public extravagance. It is not wisdom to 
cut down public expenditure simply in order that 
private individuals may have more to spend as they 
please. 

On the other band, it is not universally true, as 
some modem writers suggest, that '* government 
spends money better than private individuals do,” 
and the general expansion of public expenditure cannot 
be defended on this basis. It may often be true that, 
on the average, public spending out of the proceeds of 
taxation is of greater social advantage than the private 
spending, which would have taken place if the taxation 
had not been imposed. But it does not follow that it 
would be socially advantageous to increase public 
expenditure and correspondingly to diminish private 
expenditure. For it may not be the most useful parts 
of the former that will expand, or the most useless parts 
of the latter that will be cqt off. A Government with 
more money to spend may spend it on projects which 
are not worth what they cost. A rich frequenter of 
Ascot, with more taxes to pay, may pay them, not 
out of what he spends on his wife’s dresses or his own 
drinks, but out of what he might otherwise have 
invested in some useful enterprise, such as the building 
o! working-class houses. 

Finally, to take a misconception of another kind, 

'* taxation for revenue only ” is a shallow and mis- 
taken precept. f^ll taxes have effects besides the mere 
raising of revenue, and the best taxes are those which, 
in addition to raising the revenue required, have on the 
whole the best effects.) It is the business of statesmen 
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to investigate the effects of various alternative taxes, 
and to act upon the results of their investigations, not 
to set up for themselves a self-denying ordinance 
against possible well-doing. Yet so deeply is this 
precept embedded in the tradition of British financial 
policy that, for example, even Harcourt in 1894 dis- 
claimed any " ulterior aims ” in his reform of the 
Death Duties, though the ulterior effects of his policy 
were readily visible to all intelligent observers, who 
approved or disapproved of his policy according .as they 
approved or disapproved of its tendency towards the 
gradual break up of large landed estates. 

The persistence of the precept in this country may 
be accounted for, partly, by the Parliamentary con- 
ception, strengthened by the terms of the Parliament 
Act of 1911, of ** Honey Bills,” as Bills which provide 
for the raising of revenue and for no other object and, 
partly, by a widespread opinion that the instrument of 
taxation should not be used for any other purpose, 
except that of raising revenue. But, as will be argued 
later, tins narrow opinion has no logical basis. Thus 
it is sometimes thought to be a good argument against 
a protective tariff that it has other effects besides 
raising revenue. But this is, in fact, a very bad argu- 
ment. For what opponents of a protective tariff need 
to prove is. not that it has olfur effects, lor that is 
obvious, but that these effects are worse than those of 
some alternative method of raising an equal revenue. 
To this simple but comprehensive doctrine we con- 
tinually return. Take account of all the probable 
effects, which can reasonably be foreseen, of any 
financial proposal which is under discussion ; strike a 
balance of probable gain and loss to the community ; 
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compare this balance with that of alternative proposals, 
and act upon the results of this comparison. Those 
who are oppressed by a sense of the difficulty of this 
calculus, should console themselves with the' saying of 
the ancient Greeks that " it is not the easy things, but 
the difficult things, that are beautiful.” 


Chapter III 


PUBLIC FINANCE AND PRIVATE FINANCE 

5 1. It is instructive to compare public -with 
private finance, and this is the task of the present 
chapter. Broadly speaking, it is true to say that, while 
an individual’s income determines the amount of his 
possible expenditure, a public authority's expenditure 
determines the amount of its necessary income. In 
other words, while an individual adjusts expenditure 
to income, a public authority adjusts income to 
expenditure. But to this broad statement there are 
qualifications. 

To some extent an individual adjusts income to 
expenditure. If he marries, and especially if he makes 
himself responsible for "a number of dependents, his 
estimate of necessary expenditure will rise and he may 
decide to increase his income by working harder and 
sacrificing leisure. On the other hand, when bis 
children have become self-supporting, his estimate of 
necessary expenditure may [all, and he may decide to 
work less hard and to take more leisure. To some 
extent, again, a public authority adjusts expenditure 
to income. In bad times, when its income falls off, 
it may practise retrenchment, and in good times, when 
its income increases, it may embark on policies hitherto 
considered too expensive. 

The adjustment of an individual’s income and 
expenditure need not be exact in any given year. 
” There is no special sanctity in the period in which the 
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earth revolves round the sun." A year is a convenient 
accounting period" for some purposes, but not for 
others. If an individual’s expenditure exceeds his 
income, the excess may be met out of savings made 
in previous years, or from the sale of assets. Or he 
may run into debt, either by straightforward borrow- 
ing, or by leaving bills unpaid, in which case, in effect, 
he borrows from his creditors. And if his income 
exceeds his expenditure, the surplus income is available 
either for investment or for expenditure in the future. 

Similarly, the adjustment of a public authority’s 
income and expenditure need not be exact in any, given 
year. When its income exceeds its expenditure, it 
has a realised surplus, which is available lor future uses. 
Again, when its expenditure exceeds its income, a 
public authority, like an individual, may draw on it* 
savings, if any, or sell some of its assets, or run into 
debt. But here a point of difference arises. For a 
public authority may raise either an internal or an 
external loan, that is to say, may borrow either from 
those who are subject to its authority, or from those 
who are not. Or again it may make ends meet by 
inflating the currency. But an individual cannot raise 
an internal loan. The nearest approach he can make 
to such a transaction is, if he keeps two banking 
accounts, by borrowing from one for the benefit of the 
other. Nor can an individual inflate the currency by 
decreeing that his I-O.U.'s shall be legal tender. 1 

$ 2. fn some economic text-books it is said that 
an individual so distributes his expenditure on variou* 
commodities and services, that the marginal utifltic* « 

• SmCU \XYlLrf«i.Ulcr<lu£iuJtf>aci tU l* 

U-i 
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all these expenditures are equal, and the total utility 
of the whole expenditure a maximum. It is one of the 
chief advantages of a money economy that it makes it . 
possible for this to be done, and for this reason we may 
anticipate the survival of money even in the socialistic 
communities which the future may bring forth.' In 
reality most individuals do not thus equalise their 
marginal utilities with any great exactitude, but in the 
schemes of expenditure of all except the least intelli- 
gent, who have no scheme at all, there is an approach 
towards such equalisation. 

A public authority, not being a person except in a 
legal sense, cannot estimate the marginal utilities of 
its various expenditures as an individual can. But the 
general principle, on which statesmen should attempt 
to act, is the same. The marginal utility to the com- 
munity of all forms of public expenditure should be 
equal, and the distribution of a given total of expen- 
diture between different objects is thus theoretically 
determined.* 

§3. What, however, should determine the total 
of public expenditure ? Here, again, the theoretical 
answer is clear. Public expenditure in every direction 
should be carried just so far, that the advantage to the 
community of a further small increase in any direction 
i^ just counterbalanced by the disadvantage of a corre- 
sponding small increase in taxation or in receipts from 

* la tit Soviet Uajoo the ose at snoney wa* soon resumed after 
a brief and unsatisfactory experiment in ” moneyless economy." 

• It should be noticed, however, that a statesman, m estimating 
the marginal utility of any Iona ot public expenditure, roust follow 
an objective standard of public welfare, or social advantage An 
individual, on the other hand, follows a subjective standard of 
utility, or private advantage, linked with an objective standard of 



INTRODUCTORY 


other source of public income.^This gives the idea 
■ b°th of public expenditure and of public income, 
ideal distribution of this total public income 
sen different taxes and other sources of income is 
iriy given by the requirement that the marginal 
disadvantages, or disutilities, of raising income 
ill these sources should be equal, 
is not to be imagined that public authorities, any 
than individuals, ever achieve perfect solutions 
se complex problems of balancing marginal 
s and disutilities. Gut some statesmen miss 
ion by a longer chalk than others. In practice 
roblems of public finance are settled by a tug-of- 
ween rival spending Departments, and between 
% Departments and the Treasury, modified 
sure from other influential quarters-elected 
organised interests, newspaper editors and so 
Vnd, in practice, neither public authorities nor 
tls are often required to rearrange the whole 
schemes of expenditure from top to bottom, 
xpenditures are actually going on, and the 
is usually restricted to the desirability of 
ertain changes, which affect only a small 
i of the whole. Moreover, much expenditure, 
y by public authorities, is commonly based 
mtracts, or on quasi-contractual assurances 
jot, without serious disturbance, be varied 
iiee. 

me the less, for making deliberate changes 
ne and expenditure, and particularly for 
eases, a public authority is generally in a 
■ position than an individual. .The chief 
lis is obvious ; it has the whole wealth of 
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the community on which to draw, in addition to the 
possibility of raising external loans. But there is 
another, though less important, reason. In some 
theoretical discussions it is suggested that individuals 
go on working, until the marginal utility of more 
product, or more pay, just falls short of the marginal 
disutility of more work. But this is only true of those 
who work independently of others, boys picking black- 
berries, to take Marshall's familiar example, or artists, 
or free- lance journalists. But most people have to fit 
in their hours oi work with those of others, and often 
with collective agreements and sometimes with Acts of 
Parliament. Some would like to work more and others 
less than they do, but have to conform with general 
arrangements. Public authorities are usually free from 
this disability and can make their own financial arrange- 
ments without much regard to what others axe doing. 
Expenditure on armaments is an exception to this 
general rule. 

§ 5. In the pure theory of individual finance, the 
principle of the equalisation of marginal utilities in- 
cludes, as a special case, the equalisation of the marginal 
utilities of present and future expenditure, and hence 
determines the provision which individuals will make 
for the future. Most people, however, discount the 
future to some extent. For its satisfactions, andequally 
its dissatisfactions, quite apart from any factor of 
uncertainty, look shrivelled to the normal eye beside 
equal satisfactions, or dissatisfactions, in the present. 
Moreover, one’s life is, in fact, uncertain and one's 
. descendants, alter a certain point, uninteresting. Most 
individuals, therefore, make less provision for the 
future than they would do if their power of visua lis ing 
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■ere stronger or if they expected their earthly life 
ast forever, or even for a hundred years. But, 
e the community outlasts the individual, and since, 
fas pointed out in the last chapter, the statesman 
ild regard himself as trustee for the future, the latter 
>t entitled to discount the future at so high a rate as 
t individuals in their private capacity normally do. 
:ed, it is doubtful whether he is entitled to discount 
all. It follows that, in so far as future conditions 
be reasonably foreseen, statesmen should sometimes 
at making a more generous provision for the future 
; would be made by private individuals left to them- 
'.s. Important examples of this principle will be 
a later, when we come to deal with public expendi- 
But the task of statesmen will often be rendered 
ult by the political pressure of those who repeat 
ancient question, " What has posterity done for 
ihat I should do so much for posterity ? ” 
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SOURCES OF PUBLIC INCOME 

|*. The Income of a public authority may be 
defined either in a broad or a narrow sente. In 
the broad sense it includes ail " incomings ” or 
"receipts," in the narrow sense only those receipts 
which &Te included in the ordinary conception ol 
“ revenue." Thus the attentive reader will have 
noticed that the word was used in the broad sense in 
Chapter I, } 3. where it was said that public borrowings 
form part 0! public income, but in the narrow sense in 
Chapter HI, J 1, where it w-as pointed out that a public 
authority's income may fall short of its expenditure in 
any given year and the deficit be made up by borrow- 
ing. As between these two senses, the context ts 
generally a sufficiently good interpreter but, where 
necessary, . ambiguity may be avoided by using the 
terms "public receipts" and "public revenue" to 
denote public income in its broad and in its narrow 
scn<e respectively .\ -.The due/ elements included in the 
conception of pubhc receipt*, but exduded from that of 
pulhc revenue, are receipts from public borrowings and 
(mm the sale ol public assets, such as war stores, and 
l»por money newly printed and ddneicd from the 
public punur.g jsress. 

1 2. The classification of the sources of public 
income is discussed at groat length by many writers, 
but the thief pur] vise of any such dass.ficatioa should 
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Bo to throw light on the nature of public income and, 
judged by this standard, much of the discussion in the 
textbooks is of small practical utility. 

-The first and most Important practical distinction 
is between taxation and other sources c/ income. A 
tax Is a compulsory charge imposed by x public 
authority and, as Professor Taussig puts it, "the 
essence of a tax, as distinguished from other charges by 
Government, is the absence of a direct quid pro quo 
between the taxpayer and the public authority. We 
have, on the other hand, as an important source of 
, public income, the prices charged by a public authority 
for specific services and commodities supplied by it. 
including the prices charged lor the use of public 
property.) Generally speaking, these prices are paid 
voluntarily by private persons, who enter into contracts, 
express or implied, with public authorities, whereas 
taxes arc paid compulsorily. 

Developing the broad distinction between taxes and 
prices, we have on the one side (t) taxes ordinarily so 
called ; (a) tributes and indemnities, whether arising 
out of war or otherwise ; (3) forced loans, such as old 
time princes of doubtful credit used often to extract 
from Jews and others, but which are not much used in 
modem public finance; and (4) pecuniary penalties 
for offences, imposed by Courts of Justice. On the 
other side we have (5) receipts from public property 
passively held, e.g. public lands leased to tenants, or 
the British Government's Suez Canal shares; (6) 
receipts from enterprises carried on by a public 
authority which does not make use of monopoly power 
to raise its prices above “ the competitive level ’* ; (?) 

■ PrinapUi 0/ Scanomiet, II, p. 
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Ices or payments made for services, not in the nature of 
business sendees, performed by a public official, such 
as the registration of birtlis ; and (8) receipts from 
voluntary public loans. 

Four other sources of public income may be dis- 
tinguished which do not fall completely under either of 
our two main headings, namely. (9) receipts from 
enterprises carried on by a public authority which docs 
make use of monopoly power to raise its prices above 
“ the competitive level ’’ ; (io) receipts from " special 
assessments"; (xi) receipts from the use of the 
printing press, for the purpose of meeting public expen- 
diture by the issue of paper money ; and (12) voluntary 
gifts. Many enterprises are carried on by public 
authorities with the primary object of raising revenue 
by the use of monopoly power. Thus many govern- 
ments have established State monopolies of matches 
and tobacco. That part of the price of such com- 
modities, which exceeds their cost of production 
(including normal profits), is indistinguishable, in 
principle, from a tax on such commodities.' A special 
assessment is an American invention, defined by 
Professor Schgman as “ a compulsory contribution, 
l evied in proportion to the special benefits d erived, to 
■ defray t he cost of a specific impro vement to pTTferty 
und ertaken in the pu blic inte rest. It is a device for 
securing lor the public treasury part of the unearned 

• t» f4utkc.it ll OiH aaiiC|-U miller to JiviJ* « ill • of 
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Increment in the value of fixed property, which arises, 
for example, in the neighbourhood of a newly opened 
thoroughfare. A special assessment resembles a tax 
in that it is a compulsory payment, bat differs from it 
in that the payer has received a definite and direct 
quid pro quo. In the latter respect it resembles a price, 
but differs Irom it in that the payment is not voluntary 
and does not arise out of a contract with the public 
authority. In this country such a charge, under the 
title of " betterment,” is imposed by local authorities 
in connection with public improvement and planning 
schemes. The issue of new paper money by a public 
authority is not quite the same thing as the imposition 
of a tax, though its effect, through reducing Uie value 
of money, is similar to that of a general (ax upon all 
commodities and services.' Voluntary gifts form, 
unfortunately, only an infinitesimal part of the income 
of public authorities. They are exemplified in this 
country by " conscience money," which, however, is 
usually only a delayed part-payment of taxes which 
have already been evaded, and by occasional gifts for 
the reduction of the national debt. 

§ 3. The boundary lines between the various 
kinds of public incomes just enumerated are not, in 
most cases, clear cut, but one kind shades gradually 
into another. Tims taxes shade gradually into prices, 
since the services rendered by public authorities to 
taxpayers often stand in a soroew hat indefinite relation 
to the payments made by the latter. Local rates for the 
supply of water .where no meters are used, illustrate this. 

Again, Professor Taussig's description of a tax, 
quoted above, would cover penalties for offences, the 
■ S*» Q». XV lor a further Untu*uun of flu* 
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underlying idea of which is clearly distinct. The 
distinction between taxes and penalties is one of motive; 
a public authority imposes taxes mainly to obtain 
revenue and enacts penalties mainly to deter from 
certain acts. If motorists were fined £1 for every 
infraction of the speed limit, and the money were 
collected periodically, such fines might be regarded as a 
tax on high speed, comparable to a tax on petrol. But 
if, at each successive offence by the same motorist, the 
fine were increased, and the offender finally put in 
prison or deprived of his license to drive, so that no 
more fines were obtainable from him, those already 
collected would clearly be in the nature of penalties and 
not taxes. Similarly with customs duties, in the 
language of which, as Swift remarked, two plus two is 
often less than three. If, as the rate of a particular 
duty is increased, the revenue yielded increases, the 
duty is ■predominantly a tax. But when the rate is 
increased above the point at which the yield in revenue 
is a maximum, it is clear that some element of penalty 
is present, and we finally reach a duty of prohibitive 
amount, whose yield is very small or even non-existent, 
and which is closely akin, in the case of an import duty 
for example, to a simple prohibition of importation, 
.with a penalty for infraction. Intermediate between 
a tax and a penalty is a duty primarily designed to 
check consumption, such as the liquor duties, the 
raising of which in 1909 was said to have caused many 
Scottish fanners to drink milk instead of whisky, or the 
increase in railway fares during the war which was 
defended partly on the ground that people were 
travelling too much, and hindering the use of rolling 
stock for military purposes. 
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Deterrence, again, shades into discrimination, as 
in schemes of Imperial Preference, in special taxes on 
land values or on mineral royalties or on war profits, or 
in lower rates of income tax oa " earned " ifan on 
*' unearned " incomes. 

§4. It has already been pointed out that the 
monopoly profits, if any, of a public enterprise are 
closely akin to a tax. There is no substantial dis- 
tinction, from this point of view, between the French 
Government’s monopoly profits from the sale of 
tobacco and the British Government's revenue 
from tobacco duties imposed on private traders. 
Public enterprises, which make monopoly profits, 
shade into those which do not. The test is not whether 
a public authority has an absolute monopoly of the 
supply of any commodity or service, for. in the first 
place, very few monopolies are absolute, when substi- 
tutes, actual and potential, are taken into account A 
legal Government monopoly of railway transport, for 
instance; is open to competition from private transport 
both by water, road and air. And, in the second place, 
monopoly need not be absolute, in order to permit of 
the use of monopoly power to raise prices above cost of 
production. This power is available, as a general rule, 
wherever a considerable proportion of the total supply 
of any commodity or service is under a single control. 
The test is whether such monopoly power is, or is not, 
actually used. For a public authority conducting an 
enterprise may have a large degree of monopoly power, 
but may decide that it is in the public interest that the 
product of the enterprise shall be sold at, or even below, 
cost price. The practical difficulty of applying this 
test lies in the determination of the cost of production 
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of the products of a public enterprise. What allow- 
ances for interest, depredation, etc., should be made ? 
Anyone who doubts the reality of these difficulties 
should try to determine the cost of production of 
British postal services. 

There is no sharp distinction between fees on the 
one hand, and taxes and public monopoly profits on 
the other. For the cost of performing a service is often 
less than the fee charged for performing it. Nor is 
there any sharp distinction between fees and receipts 
from public enterprises generally. For there is no 
sharp distinction between those services which are 
“ in the nature of business services ” and those which 
are not. Thus some writers have proposed to class 
all postal receipts as fees. Again, there is no sharp 
distinction between receipts from public enterprises 
and receipts from public property passively held, for 
some supervision and management are required even in 
the most humdrum administration of public lands and. 
if schemes of afforestation, irrigation, etc., are under- 
taken, these constitute an enterprise no less than the 
delivery of letters and telegrams. 

The general conclusion of this discussion is that the 
sources of public income may indeed be classified, but 
that many of the distinctions involved are not dear cut 
and that, here as elsewhere, the search for a dassifica- 
tion is more instructive than the dassification when 
found. 
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TAXATION AND 'SOME DISTINCTIONS 
BETWEEN TAXES 

§ i. We have seen that a tax is a compulsory con- 
tribution imposed by a public authority, irrespcj 
the exact amount of service rendered to die taj») 
in return, and not imposed as a penalty or y ^ 
offence. Auberon Herbert, who was a p P 
anarchist, thought that taxation was ®J 
justifiable, but this is a rare amf eccentric op* 
which may be ignored. Yet taxation,- 
Sable, might not be necessary, or might * ; 
to only a small extent. it other sources »' P” b “ 
were more prolific, it, for instance, P ~ r[ y°r 
owned larger quantities ot Xfc » 

if it was more the fashion among . jA^Dcdoa 
mate large voluntary gilts to ^ itl 

County Council were the sole ground la than 

area, London rates would be fie 

they are.' Again, if same vac™. 

Treasury were made to bear toe „t 0M ell, 
perceptible, relatioa lo the conferaieat Kme 
which contributions to the ° f J$; re jt Cnln» 

parties do now. the burden of taxation 

. * Ceuta. .«»< 
th* Mutuality of C»d^ 

but lives entirely os «*• rent ol koiul-. 
the C*UrliAn Pacific Rail***- 



SOURCES OF PUBLIC INCOME 


3 * 


of the products of a public enterprise. What allow- 
ances for interest, depreciation, etc , should be made ? 
Anyone who doubts the reality of these difficulties 
should try to determine the cost of production of 
British postal services. 

There is no sharp distinction between fees on the 
one hand, and taxes and public monopoly profits on 
the other. For the cost of performing a service is often 
less than the fee charged for performing it. Nor is 
there any sharp distinction between fees and receipts 
from public enterprises generally. For there is no 
sharp distinction between those services which are 
" in the nature o! business services ’’ and those which 
are not. Thus some writers have proposed to class 
all postal receipts as fees. Again, there is no sharp 
distinction between receipts from public enterprises 
and receipts from public property passively held, for 
some supervision and management are required even in 
the most humdrum administration of public lands and, 
if schemes of afforestation, irrigation, etc., are under- 
taken, these constitute an enterprise no less than the 
delivery of letters and telegrams. 

The general conclusion of this discussion is that the 
sources of public income may indeed be classified, but 
that many of the distinctions involved are not clear cut 
and that, here as elsewhere, the search for a classifica- 
tion is more instructive than the classification when 
found. 
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\XATION AND SOME DISTINCTIONS 
BETWEEN TAXES 

We have seen that a tax is a compulsory con- 
in imposed by a public authority, irrespective of 
ct amount of service rendered to the taxpayer 
n, and not imposed as a penalty for any legal 
Auberon Herbert, who was a philosophic 
st, thought that taxation was never morally 
>!c, hut this is a rare and eccentric opinion 
nay be ignored. Yet taxation, though justi- 
night not be necessary, or might be necessary 
a small extent, if other sources of public income 
ore prolific, if, for instance, public authorities 
arger quantities of income-yielding property or 
3 more the fashion among wealthy people to 
rge voluntary gilts to the State. II the London 
Council were the sole ground landlord within its 
)ndon rates would be very much lower than 
E.* Again, il voluntary contributions to the 
V were made to bear the same vague, but 
ble, relation to the conferment of " honours/' 
ontnbutions to the funds of some political 
lo now, the burden of taxation in Great Britain 
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might be lessened, at any rate until a greatly increased 
supply bad seriously reduced the purchase price of a 
Viscounty or a Knighthood of the British Empire. 
Even so, the ingenious invention of new " honours “ 
might keep the tide flowing for a time, but at this stage 
of the business we should be gathering public income, 
not from voluntary gifts, but from a skilfully conducted 
public enterprise. As things are now ordered, how- 
ever, a large amount of taxation is necessary in all 
modem communities and, as public expenditure 
increases, taxation increases also. 

52 . The classification of taxes in many text- 
book discussions is even more arid ground than the 
classification of public income in general, but a few 
distinctions may be noticed in passing That most 
commonly made is between direct and indirect taxes. 
The idea usually underlying this distinction is that a 
direct tax is really paid by the person on whom it is 
legally imposed, while an indirect tax is imposed on one 
person, but paid partly or wholly by another, owing to a 
consequential change in the terms of some contract or 
bargain between them. A tax is not held to be indirect 
merely because it is collected from one person and paid 
by another. Thus, under Schedule A of the British 
Income Tax, the so-called " Landlord’s Property Tax/' 
which is a tax on the income derived irom the ownership 
of land and buildings, is collected from the occupier 
who, however, has a statutory right to deduct it from 
the rent which he pays to the owner, any contract 
not to deduct it being legally void. Neither the imposi- 
tion of this tax, therefore, nor any change in its amount 
causes any change in the terms of the bargain already 
entered into between the occupier and the owner. 
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It may be described as a direct tax legally imposed upon 
the owner, but collected from the occupier. 

An indirect tax, in short, is conceive! as one which 
can be shifted or passed on; a direct tax as one which 
cannot. This distinction is less f undarn en tal and useful 
than is commonly supposed. The reasons for this will 
appear more clearly when we come to consider the 
incidence and effects of taxation. Nor is the distinc- 
tion always clear in common usage. An income tax 
is generally regarded as a direct fax ; but the United 
States Supreme Court in 1S6S held it to be indirect, 
when they wished to declare it constitutionally valid. . 
This, however, was only the economics of clever lawyers 
in a tight place. An inheritance tax is generally regard- 
ed as a direct tax and so are other taxes on property. 
On the other hand, taxes on commodities and transac- 
tions are generally regarded as indirect. But doubts 
begin to arise when we reflect that commodities only 
differ from most other forms of material property in 
being less durable, and that an inheritance tax is 
merely a tax on a particular class of transactions. 

The distinction between direct and indirect taxes 
is made by some writers to turn on whether or not it 
is intended by the statesmen, who impose it, that a tax 
shall be shifted. But this is to introduce an additional 
and needless difficulty. For the intentions of 
statesmen and the facts of incidence may be at vari- 
ance. Some statesmen, indeed, do not realise the 
problem of incidence at all, and think that all taxe3 are 
paid by those on whom they are legally imposed. I 
remember asking a member of the British Govern- 
ment in igu, whether either the Cabinet or theTreasury 
had made any estimate of the Incidence of the weekly 



TAXATION AND TAXES 35 

levies imposed on employers and employees under 
the National Insurance Act ol that year. But the 
Minister could not see that there was anything to 
estimate. "The men pay ^d.," he said, "and the 
employers pay 3d. and the State pays 2d., and so the 
men get 9d. for 4<i.’’ It is best in this matter for the 
economist to ignore the intentions of the statesman. 

It is often vaguely supposed to be a sign of financial 
virtue to " keep a balance " between direct and indirect 
taxation, an idea encouraged by Gladstone's well- 
known simile, in which he likened these two sources 
of revenue to " two attractive sisters,” as between 
whom he was "perfectly impartial," believing that, 
as Chancellor of the Exchequer, it was ” not only 
allowable, but even an act of duty, to pay my addresses 
to them both.” “ 

This notion of " keeping a balance " is bound up 
with ideas about the proper distribution of the burden 
of taxation between persons, which will be discussed 
later, and with the belief that direct taxes are paid by 
the rich and indirect by the poor. There are no 
theoretical, but some practical, grounds for this last 
belief. Most existing direct taxes in modem com- 
munities do, in fact, involve larger contributions from 
the rich than from the poor, in proportion to their 
incomes, and the opposite is the case with many existing 
indirect taxes. But the position would be reversed, if 
direct taxation were limited to a poll tax of equal 
amount on every citizen, and indirect taxation to duties 
on luxuries which only the rich could afford to pay. 

§ 3. There are various other distinctions between 
taxes which, though sometimes discussed at great 
length, are a good deal less important than they 
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seem at first sight. Consider, lor example, the dis- 
tinction between taxes on income and taxes on capital. 
It can make no difference whether a given revenue is 
raised by a fiat-rate tax assessed on the annual value 
or by a similar tax assessed on the capital value of 
property, so long as the ratio of annual value to capital 
value is the same in all cases affected by the tax. I/, 
for instance, this ratio is one to twenty, a tax of one 
and ci&hlpcnce in the pound on an income, or annual 
value, of £500 will bring in the same revenue as a tax 
of a i*nny in the pound on a capital value of £ro,ooo. 
If, however, the ratio varies, a tax on capital value 
will be heavier than a tax on annual value, yielding 
the same revenue, in those cases where the ratio of 
capital to annual value is abnormally high, and leu 
heavy where it is abnormally low. For example, 
owners of undeveloped or " under-developed " land 
will be hit harder than the owner 9 of fully developed 
land. This is why those, who wish to compel land- 
owners to " put their land to the fullest use,"’ advocate 
a tax based on the capital, rather than the annual, 
value of the land. Similarly holders of gilt-edged 
will be hit harder than holders of speculative 
securities 

The above distinction between taxes mussed on 
income and capital respectively is often confused with 
the cjjite separate distinction between taxes paid out 
cf income and capital respectively But there is no 
reason why a tax aascucd on capital should not be paid 
out l t income, cor conversely A man liable to death 
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duties may pay them out of income ;• a man may sell 
securities or borrow from his bank in order to pay 
income tax. The precept " tax income, not capital," 
sometimes elevated to the dignity of a maxim of 
public finance, is, therefore, ambiguous. It may refer 
to the source of payment, and amount to an injunction 
that taxation should check the accumulation of capital 
as little as possihle. Or it may refer to the basis of 
assessment, and indicate a preference for an income, 
rather than a capital, basis. Both these alternative 
meanings of the precept will claim attention later. 

§4. Another distinction sometimes drawn is 
between taxes a ssessed on property and taxes assessed 
on commodities. ThisdisrinctxonTas already remarked, 
turns on relative durability. Land is evidently property 
from this point of view, sugar evidently a commodity. 
Houses and machines are intermediate, being less 
durable than land, but more durable than sugar. In 
practice, this distinction often turns largely on 
whether the tax is imposed periodically or once for all. 
In the former case the object of the tax may generally 
be regarded as property, in the latter as a commodity. 
Nor in the former case need the period be regular. 
An inheritance tax, though levied at irregular intervals, 
may reasonably be called a tax on property. British 
local rates, being a periodic tax on the annual value of 
land and buildings, treat houses as property, but a tax 
levied once for all on the value of newly built houses 
would treat these as commodities. 

Taxes on commodities may be either " specific ’’ 
or ad valorem . A specific tax is based upon some 
physical measurement such as a unit of weight or 
volume, e.g., a tax of a shilling a pound on tea or fifty 
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value, since all actual taxes, with few and unimportant 
exceptions, would be on things and not on persons. 
The tax on the wearing of beards, imposed by Peter the 
Great with the object of encouraging cleanliness, was, 
however, a personal tax in this sense 

A second sense, in which the distinction has some- 
times been used, implies that some taxes are paid by 
persons and other by things.* But this is a very gross 
error. It is natural, when thinking of the basis of 
assessment, to speak of taxes on land, on imports, on 
industry and trade. But neither inanimate objects, 
such as plots of land and bundles of imported goods, nor 
general terms, such as " industry " and " trade," are 
endowed with pockets or banking accounts, out of which 
they, as distinct from persons, can pay taxes. It is a 
platitude that all taxes are paid by persons, not by 
things. 

In a third sense, taxes on persons are sometimes 
treated as equivalent to direct, and taxes on things 
to indirect, taxes But the terms " direct " and 
” indirect " are here used in what is called by some 
“ an administrative sense." Thus some " practical 
financiers . . . regard those taxes as direct which 
are levied on permanent and recurring occasions, 

* See. for example, Gillen's observations on pp 93-4, of Mtmor- 
anda on iki Classification and Incidtncs 0] Imperial and Local Taxis 
(C. 9158, 1899) " rates on real property are for the most part 

burdens on the property itself, aod therefore not taxation in the 
proper sense ol the term : in other words not contributions to the 
expense of the State by the individuals who bear the rates in the 
same way that the Income Tax is a contribution by those who 
bear it ■ . Duties upon the succession to property at death are 
not taxes upon the dying, because they are not levied till they have 
ceased to own the property, and not taxes upon the inheritors 
because they only inherit by the will and peroi-aon ot the State 



die charges on occasional and particular events 
5 placed under the category of indirect taxation."' 
ere is no logical connection between this view of the 
tinction between direct and indirect taxation and 
i view considered above, which makes the distinc* 
n turn on incidence. This tiresome duplication of 
ms is a further argument for their abandonment, 
tier writers have drawn a distinction, roughly equiva- 
t to that between direct and indirect taxes in an 
ninistrative sen.se, between " personal ’* and " speci- 
M taxes, and again between “ subjective ’’ and 
bjective " taxes. But the whole idea is woolly and, 
far as the study of first principles is concerned, 
profitable. 

§ 7. There are certain taxes, the place of which in 
classifications may at first sight appear doubtful, 
rap duties, taxes on business profits, on sales and on 
oover are examples. But a little reflection will 
ke it dear that a stamp duty or stamp tax is not a 
rial kind of tax, but only a special method of collect- 
taxes. People are required in certain circumstances 
iuy stamps of a certain value from a public authority 
to attach them to certain documents. Many 
is on transactions are collected by this means, 
any tax could be so collected. The question is 
ply one of administrative convenience. Thus some 
hose, who have advocated a weekly income tax on 
e earners, have proposed to collect it by means of 
itional stamps on health insurance cards. Again, 
x on business profits is only a tax on a particular 
I of income, while a tax on sales or on turnover is 
' a tax on the commodities sold or turned over. 

ZUiUtJe. Putin Fituait, p. » 91 . 
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SOME CHARACTERISTICS OF A GOOD TAX 
SYSTEM 

§ r. Any system of public finance must be looked 
at as a whole, before any final judgment can be passed 
upon its merits or demerits. So, too, any tax system 
must be looked at as a whole. For different taxes 
may, in certain of their effects, correct and balance 
one another. 

Assuming that in a given year a given revenue is to 
be raised by taxation, alternative tax systems will 
result in alternative distributions of the total burden 
of taxation, which will itself be greater under some 
systems than others, and in other alternative effects 
upon the economic welfare of the community. These 
matters will be discussed in the next seven chapters. 
But in this chapter a few preliminary points will first 
be noticed. 

§2. The comparative advantages of single tax 
and multiple tax systems have been much argued 
Various types of single tax have been proposed. 
The Physiocrats prop osed a single t ax on the economic 
rent of land , because they thought that this was where 
all taxes ultimately fell, and that it _ ' \ therefore, 
save trouble and misunderstanding : ■’ there 

straight away. But : ’ ' ' theory 

of incidence. 

partly ' k did not 

in which 
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opinion there is a grain of truth, and partly for reasons 
of a supposedly ethical character, to which less weigh* 
need be attached. There are, however, two gray 
objections to a single tax of this kind. The first is tha 
it would not, in most modem communities, bring h 
enough revenue to balance the public accounts . Thi 
second is that it would lead to a very bad distribution 
of the burden of taxation . For a millionaire, whc 
owned no land, would pay no taxes, while a poor man, 
who had invested all his savings in the purchase of his 
house, would pay in taxation, in respect of the land on 
which it stood, a considerable proportion of his income. 
A single tax on land has ‘no relation to individual 
" ability to pay." 

A much stronger case can be made out for a single 
tax assessed on income. Such a tax could be made 
to yield all the tax revenue normally required, and, 
by means of graduation, differentiation and other 
devices, could be made to distribute the burden of taxa- 
tion between individuals in whatever way was thought 
best. There are, however, in addition to certain argu- 
ments against any single tax, three objections to exclu- 
sive reliance upon an income tax. The first is that 
such a tax imposed upon small incomes jjLE ClatfcfiUl ' 
difficult and expensive to collec t.* The second is that 
it secures no special contribution from inheritor^ -Of ** 
wealth, a pre-eminently taxable cl ass. The third 
is that it tendsta check saving moreJ han_cer±a in other 3 
taxes do .* The first objection might be overcome 
to some extent by administrative improvements, and 
indeed would not arise at all, if it were desired to 
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distribute the burden of taxation in such a way as to 
exempt small incomes altogether. The second could 
be overcome by treating wealth acquired by inheri- 
tance or gitt as taxable income at the time of Us acquisi- 
tion. There is a good deal to be said for doing this 
and it has sometimes been done, e.g., in the United 
States income tax of 1861. The third could be over- 
come by exempting savings froip taxable income, and 
thus imposing a single tax, not upon personal income, 
but upon 'personal expenditure. But, in the present 
state of our administrative technique, this scheme 
also encounters grave practical difficulties and would 
involve great expense and leave open large loopholes 
for undetected fraud. The easiest way of taxing 
expenditure is to tax commodities or services straight- 
forwardly, and not in a roundabout fashion through 
personal incomes. But taxes on commodities must 
necessarily be multiple. No single tax on a partic- 
ular commodity would bring in sufficient revenue. 
Moreover, if the attempt were made and the taxed 
commodity were one for which substitutes were easily 
available, heavy taxation would drive it out of use, 
while, if it were a necessity of life for which no sub- 
stitutes were easily available, a very bad distribution 
of the burden of taxation would result, the poor 
paying a much larger proportion of their incomes than 
the rich. 

A variant to a single tax assessed on income is one 
assessed on the capital value of property. The latter 
tax, however, has a smaller range than the former, 
since it does not fall upon incomes from work, but only 
upon the source of incomes from property. It is also 
the teaching both of theory and experience that income 
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is a better basis for tax assessment than the capital 
value of property- For the former, given dear legal 
definitions, only raises questions of fact. But the latter 
raises questions not only of fact but of opinion, as 
regards the valuation of many forms of property which 
cannot be said to have a market value. Thus the 
comparative success of the British income tax as a 
financial instrument may be contrasted with the com- 
parative failure of the general property tax in the 
United States, according to the testimony of Professor 
Seligman and other American authorities-' 

§3. The preceding arguments against particular 
forms of single tax are reinforced by certain general 
arguments against any form of single tax. For, in the 
first place, anomalies as between persons, which arg 
liable to arise under a "single tax, are liable to be 
corrected under a multiplicity of taxes and, in the 
second place, evasions , which may be com paratively 

under the check and countercheck which. a_muUjp!e 

t ax system may_ provide. Thus valuations for death 
duties and the previous income tax returns of the 
deceased may be checked against one another.* Again, 
the ill -contrived land value duties of the British 
Budget of 19 09, though they never brought in any 
appreciable revenue, necessitated a land valuation 
which, though never completed, is said to have more 
than paid for itself by the additions which it indirectly 
brought to the death duty revenue. 


* Though some Americans point with pride to certain of tied* 
partial property Urn n powerful revenue niten. 

■ And in Sweden, where the supply of spirits ii limited to a 6 *oj 
ration per heed, * ration card i> only Issued if the applicant can 
produce a certificate to show that he has paid hie income tax- 
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Thus the weight of argument against a single tax 
is heavy. In the case of local authorities, exercising 
comparatively few functions over a comparatively 
small area, there is something to be said, on grounds of 
convenience, for a single tax on " immobilia ” or 
immovable property. Local rates in this country are 
a tax of this sort, based on the annual value of land 
plus buildings, though some classes of land and build- 
ings are subject to exemption or abatements by way 
of *' derating.” It is often argued that rates would be 
better based on the capital, or even the annual, value 
of land only. For local rates are, in great measure, a 
tax on houses, which aie not a good object of taxation. 
Moreover, heavy rates on business premises sometimes 
impose a very severe check upon production. But 
local rates are not, In reality, a single tax, for local 
authorities derive a considerable part of their revenue 
from grants-in-aid out of the proceeds of national 
taxation, and from the ownership of public property 
and the conduct of public enterprises in their own areas. 
And local rates are only in part a genuine tax. In part 
they represent prices paid by ratepayers for specific 
services rendered to them by local authorities. There 
is, however, a good deal to be said lor giving local 
authorities power to levy certain local luxury taxes, as 
in some European cities. 

§ 4. But though a multiple tax system is generally 
preferable to a single tax system, too great amultiplirity 
of taxes is not desirable. Advocates of '* broadening 
the basis of taxation " are to be distrusted. Of this 
fellowship was Arthur Young , who said. " if I were toi 
d efine a Rood system of ta xation, it should be that of V 
bearing lightly on an Infinite number ot points, heavily [ 
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on none .*' 1 But there is not necessarily any less total 
pressure under such a system, for, as mathematicians 
at any rate are aware, the sum of an infinitely largi 
number of infinitely small weights may be greater thai 
a single moderate weight. Moreover, a large nnmbe; 
0/ taxes, however small, usually involves a large cosl 
and a large amount of vexation in collection. 

The path of wisdom in this matter, for a modem 
community with a well developed economic life and 
a reasonably efficient administrative system, is fairly 
clear. It is best to rely on a few substantial taxes for 
the bulk of the tax revenue. In so far as it is desired 
to tax the rich, income and inheritance taxes are the 
best means ; in so far as it is desired to tax the poor, 
taxes on a few commodities of wide consumption, pre- 
ferably commodities not necessary to health and 
efficiency. Some commodities, of which alcohol is 
the most important example, may indeed be taxed 
on their merits, or, as some would say. on their demerits, 
apart from any question of the distribution of the 
burden of taxation between different sections of the 
community. Taxes on luxuries have their legitimate 
place and other taxes with special objects may be 
added, but it is desirable to keep their number within 
bounds. 

Almost everywhere, and even in Great Britain, 
whose tax system, even after the adoption of a tariff 
in 1932, is simpler and more efficient than that of any 
other important modern community, so-called 
" historical causes ” have led to a needless multiplicity 
of taxes and to needless complexity in methods of 
assessment But, especially where multiplicity is 
• Quoted by Bistable, Pu&lu fiuw. p }** 
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reduced, particular taxes may need to be somewhat 
complex, — the British income tax and death duties for 
example — If the tax system as a whole is to be satis- 
factory. 

§ 5. A further point of occasional controversy may 
be noticed here. Is it a characteristic of a good tax 
system that taxes should be " felt ’’ as much, or as 
little, as possible ? The plain man will be inclined to 
think that the best tax is that which is least felt, that 
is to say which causes the least inconvenience and 
conscious sacrifice to those who pay it. But some 
austere thinkers take the view that mankind can only 
leam through suffering, and that political responsibility 
can only be brought home to us through conscious 
payment of the price of greatness — or of folly, as the 
case may be. Thus some people believed that, unless 
the Germans paid, or at least tried to pay, an immense 
war indemnity, they would light-heartedly make war 
again in a few years time, and a Scottish Professor of 
Economics thought that we should be tempted to do 
the same, if we rashly destroyed, by means of a capital 
levy, the Great War Debt, which would otherwise be one 
of the most impressive of our national war memorials. 
It has also been maintained that, if income tax were 
resolutely imposed upon all, however poor, all would 
eagerly co-operate in checking wasteful expenditure, 
while the poor would also gain in moral stature. Men 
take sides in this controversy according to opinions 
not exclusively economic. Personally, I take sides 
with the plain man. In particular, I believe that, in a 
modem democratic state, the reaction to a universal 
income tax, newly imposed, would not be at all that 
imagined by the austere. The public mind would, I 



* % nmuc income 

(tuftk. t* ka pre-occupinf with checking public 
r*f<r>itla« !lua with throwirg out of power those 
((Sjnf.aU* kr the auitrff reform and with mlutlibut- 
tr-S tU Li.nl/ a c.J butma according to tctr.c brusque 
C4AOA of outraged popular equity. On the other hand, 
in in a weBcvt aLIi died ux, *uch a* local rates, 

UAiJ-juLtnUy create* a popular and somewhat indi> 
crl.ui.'ulirj; demand for " economy. ** 

| 6. The practical application of a decision, in 
either ka-<. of the main contxoveny is not, however, 
w billy clear Thus it u commonly supposed that an 
income tax is more keenly feit than taxes which, 
being levied on commodities, arc wrapped up in their 
prices, as some ol the medicines of childhood are 
wrapped up In jam. (The austere should pass a law 
requiring grocers to say of their jam. not '* this is 
eighteen-pence a pound." but " this is one and four- 
pence a pound and the tax on sugar, to pay the interest 
on the War debt, is two-pence a pound.”) But on the 
other hand, as will be argued later. 1 an income tax hits 
only marginal expenditure and marginal savings all 
round, whereas a tax on a particular commodity hits 
expenditure, including non-marginal expenditure, on 
that commodity only, and is thus apt to cause a greater 
loss of satisfaction. Moreover, when income tax is 
** deducted at the source," that is to say intercepted 
before his money income actually reaches the taxpayer, 
it is apt to be less keenly felt, than if he first receives 
his income in full and then at a fatcr date, w hen he has 
already spent most of it, receives a demand note from 
the tax collector. An inheritance tax, again, is often 
less keenly felt than might be supposed, since its 
* S*«Ch.X 
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payment is generally made through the agency of 
executors, before the inheritors receive the balance of 
the property, and since the payment coincides both 
with a positive accretion of personal wealth to the 
inheritors and with other events, which should generally 
force considerations of tax payments into the back- 
ground of their minds. 

§7. An ingenious formula, of Cambridge origin, 
is that the rich should pay more taxation than they 
think, while the poor should think they pay more than 
they do." This double illusion, it is argued, will keep 
the rich contented and the poor virtuous, and will tend 
to maximise work and saving by all classes. But, 
whatever else may be said of this idea, it is more 
ingenious than practicable. It would be hard to create, 
and still harder to maintain, such an unstable equili- 
brium of errors. 

A distinction may, indeed, be drawn between the 
subjective and the objective burden of taxation.' 
Corresponding to the same objective burden, as viewed 
by the statesman, there may be a different subjective 
burden on two different taxpayers, due to differences of 
taste and temperament, even if their economic situation, 
as regards income and other factors, is the same. 
Corresponding to two equal objective burdens, due to 
two different taxes, there may likewise be different 
subjective burdens for a particular taxpayer. Corre- 
sponding to a given objective burden, taxes which are 
" much felt ” impose a heavier, and taxes which are 
'* little felt " a lighter, subjective burden. But, in 
general, this distinction is only of secondary importance. 

* And nmJuly beWt«n the eubjcctivt end lb* objtcbire benefit 
Of public expenditure. 
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primary consideration is the objective burden, as 
ured by a given loss of resources to a taxpayer in 
en economic situation. To this there corresponds 
may be called a normal subjective burden, 
itions on either side from this normal are mainly 
ither to personal peculiarities of taxpayers, which 
1 out in the average, or to transitory’ conditions, 
is the novelty of a particular tax, which pass with 
The objective burden will vary only with 
dons in the loss of resources imposed by taxation, 
the economic situation of the taxpayer, as 
ired by his income, number of dependents, etc. 
a may also, if we choose, distinguish between the 
t and the burden of taxation; the weight 
,te, in terms of commodities surrendered, the 
i relative to the taxpayer's power to cany the 
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THE INCIDENCE OF TAXATION 

§ i. The problem of the incidence of a tax is 
commonly conceived as the problem of who pays it. 
More precisely we may say that the incidence is upon 
those who bear the direct money burden of the tax. 
Every tax produces a number of economic effects, and 
it has been questioned whether it is either practicable 
or desirable to try to separate the special problem ol 
incidence from the more general problem of eSects. 
But clearly the attempt must be made, if anything is 
to be said on the distribution of the direct money burden 
of taxation, a subject to which many theorists and 
nearly all plain men attach importance. 

A distinction must be drawn between the direct and 
the indirect burden of a tax, and also between the 
money burden and the real burden. The total direct 
money burden is equal to the total yield of the tax to 
the public treasury. To every shilling of revenue raised 
there corresponds a shilling of direct money burden, 
or incidence, falling upon someone. 1 To part with a 
shilling in payment of a tax means a greater sacrifice of 
economic welfare for a poor man than for a rich man. 
But that is a question, not of the incidence, but of the 
direct real burden of the tax. Again, when the price 

* Except in the limiting ease of escheat, that form of inheritance 
tax. under which the property of an intestate, who possesses no 
discoverable relatives however remote, revert* at his death to the 
State. 
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of sugar is raised by taxation, a family may be competed 
to consume less sugar, and thereby to make a sacrifice 
of economic welfare. But that i3 a question, not of 
the incidence, but of the indirect real burden, of the 
tax. Again, when the tax on sugar is collected from 
the dealer in respect of his stocks and some time elapses 
between the collection of the tax and the sale of the 
stocks, the dealer is out of pocket by the amount of the 
interest, which he could otherwise have obtained during 
that period on the money paid to the tax collector. 
‘But that is a question, not of the incidence, but of the 
indirect money burden, of the tax.' 

§ 2 . Thus the incidence of a tax on sugar collected 
from the seller is wholly on the buyer, if, as a direct 
result of the tax, the price rises by at least the full 
amount of the tax ; wholly on the seller, if the price 
does rwA rise all ; partly on the buyer and yas 
on the seller, if the price rises by an amount less than 
rihe full amount of the tax. 

We may illustrate at this point the unsatisfactory 
character of the distinction, based on incidence, between 
direct and indirect taxes.* Before we can decide 
whether a particular tax is direct or indirect, in this 
sense, we must know its incidence, and this will ofte n 
depend, not only on the nature of the tax, but on other 
circumstances. It is commonly assumed that a ta* 
on a commodity is an indirect tax, which is “passed 
on," in whole or in part. But if, whether collected 
from buyers or sellers, it leaves the price unchanged, 
then it must be classed as a direct tax. For it is not 
then passed on. And, as will be seen Jater, such 

* Compare, however, Ch. VIII, If 

• Compare Ch. V, fa. 
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circumstances are not impossible. Again, the incidence 
of a tax on a monopolist varies with the character of 
the tax and, therefore, to take two examples which 
will be discussed later in this Chapter, a tax propor- 
tionate to output must be classed as indirect, while a 
tax independent of output will be direct. 

It is commonly assumed, on the other hand, that an 
inheritance tax is a direct tax, though there has been 
some dispute as to whether its incidence is on the 
successor or the predecessor. Clearly, however, it is 
on the successor, for the predecessor must be dead before 
the tax can be levied and dead men, like other inanimate 
objects, can pay no taxes. The fact that the pre- 
decessor may have insured against the tax beforehand 
is irrelevant to the question of incidence, though not, 
of course, to the wider question of effects. The burden 
of such an insurance policy must be classed, not as a 
direct, but as an indirect, money burden, due to 
anticipation of the tax. It is, moreover, balanced by 
a money benefit to an insurance company. 

Again, it is commonly assumed that an income tax 
is a direct tax. The extent to which income tax payers 
in general can shift the incidence of the tax is, no 
doubt, so small, especially in the short run, as to be 
practically negligible. But exceptional conditions may 
make even an income tax, or parts of it, indirect, as 
judged by incidence. 1 

§ 3. So far as taxes on particular commodities or 
services are concerned, two general propositions may 
be laid down. The first is that, other things being 
equal, the more elastic the demand for the object of 
taxation, the more will the incidence of the tax be upon 

1 This Casa is farther examined in the Note following Ch. VIII, 
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the seller) ■(And the second is that, other things being 
equal, the more elastic the supply of the object of 
taxation, the more will the incidence of the tax be upon 
the buyer.^ For, the more elastic the demand, the 
more will the demand fall off, as a result of a given rise 
in the price of the object of taxation, and the less, 
therefore, will it be worth while for sellers to raise the 
price. And. on the other hand, the more elastic the 
supply, the more will the supply fall off, as a result of 
a given rise in the cost of production (including (ax) of 
the object of taxation, and the less, therefore, will it 
be worth while for buyers to resist the raising of the 
price. The sellers, in short, try to put the incidence 
on the buyers by reducing supply, the buyers try topi 
it on the sellers by reducing demand. <The relativ 
ability of the two g-roupa to achieve their aims, wit 
the minimum loss to themselves, determines the result 
When either or both of these groups are consolidate 
into monopolist combinations, the case requires som 
further discussion, but we may first consider som< 
examples of the working of the two proposition^ jusi 
laid down, when competition prevails both amonf 
buyers and sellers. 

It makes no essential difference whether the tax is 
legally imposed on buyers or sellers, though this may 
affect the length of time which will elapse before the 
process of shifting the direct money burden, or pari of 
it, from one side to the other is completed. Every Ux 
tends, for a time, to “ stick where it falls." But a tax 
ca an ordinary commodity, such as sugar, causes a 
more rapid adjustment of price than a tax on house*, 
for example, where bargains as to rent cannot be 
altered daring the currency of a lease. 



THE INCIDENCE OF TAXATION 55 

v^^ases ot absolutely inelastic demand aie seldom, 
if ever, found in practice. But the demand for luxuries 
is more clastic than the demand for necessaries and, 
therefore, other things being equal, a tax on necessaries 
will raise their price by a larger amount than an equal 
tax on luxuries. Again, the demand for new durable 
objects, such as houses, of which a large stock is already 
in use, is generally more elastic than the demand for 
commodities which are perishable or quickly consumed. 
/Cases of absolutely inelastic supply are less remote 
from reality. Thus the supply of land in w ell populated 
districts may be regarded as absolutely inelastic. It 
follows that a tax on land, as distinct from improve- 
ments, will not raise the price of land, and its incidence 
will be entirely on the owner. 

Where, however, the supply ol a commodity is at 
all elastic, it is generally very elastic in the long run, 
and considerably more clastic than the demand. When, 
therefore, conditions of production have had time to 
adjust themselves to changes due to taxation, the 
greater part of the incidence will generally be upon 
buyers, and not upon sellers. But, dunng the period 
ol adjustment, the elasticity of supply may be small 
and then a large part of the incidence may be upon 
the sellers. Thus, in the case of commodities produced 
by means of an expensive plant and much fixed 
capital, the elasticity of supply may remain small for 
a considerable time after a tax has been imposed 
upon them. 

Our two general propositions may now be com- 
bined into one. \The direct money burden of a tax 
imposed on any object is divided between tl<e buyers 
»nd_lhc sellers in the proportion of the elasticity of 
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the object taxed to the elasticity of demand 
*' (or it. - Thus in the particular case Mica the elasticity 

( of supply is equal to the elasticity of demand, the 

burden a equally divided, and the price of the object 
taxed rises by hot/ the amount of the tax. 

Tills is a first approximation, based on the assump- 
tion that a tax on a commodity leaves unchanged the 
conditions of demand to r, and supply of. all other 
commodities. This assumption is seldom completely 
justified, but often sufficiently nearly justified to be 
legitimate for rough practical purposes. □early, how- 
ever, part of the incidence of a tax imposed upon the 
sellers or buyers of a commodity may fall, not upon 
these sellers or buyers, but upon the sellers of some 
other commodity, which is necessary to the production 
of the former, or upon the buyers of some other com- 
modity, to the production of which the taxed com- 
modity is necessary. Thus part of the incidence of 
a tax on jam may fall upon the sellers of tins or glass 
jars, in so far as the latter are compelled by the tax to 
reduce their price to the jam maters. 

^ §4. The preceding theoiy has been stated, so as 
to apply to the incidence of taxes on the internal trade 
0/ a community, but substantially the same theory 
applies to the incidence of taxes on international trade, 
in the form of customs duties on imports or exports. 

In the case of internal trade we have considered the 
exchange of goods for money, the elasticity of demand 
of the buyers, who give money for goods, and the 
elasticity of supply of the sellers, who give goods for 
money. >In the case of international trade it is more 
convenient to consider the exchange of goods for goods, 
and the elasticities 0/ demand of the two groups of 
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buyers for the goods respectively furnished by the other 
group in exchange for their own. Thus in the exchange 
of Canadian wheat for British woollen goods, assuming 
that no other goods are exchanged between the two 
countries, the elasticity of supply of Canadian wheat 
in Great Britain is the same thing as the elasticity of 
demand for British woollen goods in Canada. 

Taxes on imports and exports may, then, be regarded 
as obstacles to exchange and, in accordance with the 
preceding theory, the direct money burden of any 
such obstacle is divided between the two parties to the 
exchange in inverse proportion to the elasticities of 
their respective demands In other words, it is divided 
in direct proportion to the urgencies* of their respective 
needs, which are satisfied by the exchange. For, the 
more urgent the need of either party, the less elastic 
his demand. Other things being equal, the less elastic 
the British demand for Canadian wheat, the greater the 
proportion of the incidence, of a tax either on British 
woollen goods or Canadian wheat in transit between 
the two countries, which will fall upon the British 
party to the exchange. Similarly, the less elastic the 
Canadian demand for British woollen goods, the greater 
the proportion which will fall upon the Canadian party 
to the exchange. 

§5. It is thought by some to be a practically 
universal rule that the incidence of customs duties is 
on consumers of foreign goods in the countries where 
such duties are imposed, and hence that attempts to 
" make the foreigner pay '* such duties can practically 
never succeed. The preceding argument does not 
support this idea in general, but it does support It 

1 t snoring difference* In the wealth ol the two pertie* 
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most cases, much less keen, that is to say much more 
elastic, than their demand for the foreigners’ food and 
raw material. The inhabitants of Great Britain, in 
particular, are not now in a position to make the 
^foreigner pay British customs duties, except in rare 
and unusual cases. It has been suggested that tlie 
British import duty on Greek currants is largely paid 
by the Greeks, but even this exception to the general 
role is doubtful. 

Moreover, commodities, which have a wide world 
market, have a very elastic supply to any small part 
of that market. Thus a tax imposed on the imports 
of such a commodity into a single ” national ’’ market, 
provided that sales in that market are small relatively 
to world sales, will generally raise the price in that 
market by about the amount of the tax. Again, the 
demand of the inhabitants of a country for a com- 
modity from any particular foreign market is much more 
elastic than their demand for that commodity from the 
outside world as a whole. Thus the inhabitants of a 
number of important countries acting in combination 
would have a better chance, than the inhabitants of 
any one acting alone, of throwing the incidence of 
their customs duties upon foreigners outside the com- 
bination. But such forms of international co-operation 
arc not worthy of encouragement, unless they serve 
some good international purpose.* 

§6. It remains to consider how far the theory 
of incidence should be modified in the case of taxes 
on monopolists. Kwhcre a tax is imposed upon a 
1 Att international boycott of " sweated goods," designed to 

C anada a *' backward country" to conform to International 
hour Conventions, might, under favourable conditions, sexve such 
» purpose. 
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commodity, whose seller is a monopolist, the effect on 
the price, and hence the incidence, varies according to 
the character of the tax.^ -Assuming that the monopolist 
will fix his price, so as to'secure for himself the maximum 
monopoly profits, the incidence of a tax, whose total 
amount is proportionate to the volume of his output, 
or, more generally, whose total amount increases as his 
output increases, will be similar to that of the taxes 
discussed in preceding sections of this Chapter. Except 
in the unlikely event of either the supply being 
absolutely inelastic or the demand absolutely elastic, 
the tax will raise the price of the commodity to some 
extent and. other things being equal, this rise in price 
will be greater, the less elastic the demand and the 
more elastic the supply. 

If, however, the tax is one, whose total amount 
is independent of the size of the monopolist's output, 
it will not raise the price and its incidence will be 
wholly on the monopolist. Examples of such a tax 
are a fixed contribution, independent of output, or a 
sum proportionate to the monopoly profits, assuming 
that these are discoverable by means of government 
costing or otherwise. 

There is also a third possibility, that of a tax whose 
total amount diminishes as the monopolist's output 
increases. Such a tax, if its imposition were practic- 
able, would in some cases’ cause the monopolist to 
increase his output and lower his price. An example 
would be a tax, whose total amount was proportionate 
to the price of the commodity per unit, or a lump sum 
* In those cues. Darnel/, in which, as his output increase*, hu 
tax payments diminish raster than his monopoly profits, apart horn 
the tax. Tho object aimed at might be attained by a ta* suitably 
graduated according to the monopolist's rata of proofs 
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THE INCIDENCE OF TAXATION 
(Coni in ue J) 

§ t. The argument of the last chapter needs to 
be supplemented by various considerations, some of 
which blunt the sharp edge of 'the general theory ot 
incidence as applied to practical problems. 

§2. The argument that the incidence of a tax 
on the value of land, as distinct from improvements, 
falls entirely on the landowner, assumes that the 
latter is already securing the highest tent that he can 
from his land. Where he is not doing so, one of the 
effect* of the imposition of a new tax, or the increase 
of an existing tax, may he to make him " look tiurjly 
to his rents and take in the slack." In this case part 
of the incidence will bo upon the occupier. The 
practical deduction is that, in order to be sure of taxing 
landowners, it is better to impose a heavy tax than a 
light one. For a light tax may be less than the amount 
of " slack " in existing rents, whereas a syfficieflCfy 
heavy tax will be greater. The practical valuation of 
land, as distinct from improvements, is often dJZcnlt, 
though many experts consider it to be ‘pule feasible, 
and taxes in many parts of the world are baied upon 
such valuations, ft is not really accessary to separate 
the value cf land from that of ail improvements, 
but only from that cf temporary, as ih»tmct Irons 
permanent, improvements. Hat ft* bn* of tilvun^a 
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between temporary and permanent is somewhat 
arbitrary. 

4 3. The incidence of a tax on buildings presents 
many complications. Not only the owner and the 
occupier, but also the builder, may bear part of the 
incidence. Further, the occupier of a building, if 
engaged in trade, may be able to shift part of the 
incidence, which would otherwise fall on him, on to the 
purchasers of his products. And where these products 
are not consumable commodities, but machinery, etc., 
to be used in the production of further commodities, 
the purchasers of the machinery may, in turn, be able 
to shift part of any incidence falling on them on to the 
purchasers of their own products. 

, The power of shopkeepers to shift their local 
rates on to their customers is greater when the purchases 
of the latter* are restricted to shops in their own 
neighbourhood than when they ate not. For in the 
former case the demand of customers for goods sold 
at shops in their own neighbourhood is less elastic 
than in the latter. Thus the development ol postal 
communications, the increasing circulation of price 
lists and the increasing use of motor transport, both 
for the delivery of goods at a distance and for carrying 
purchasers fuTtheT afield, make it less easy for shop-- 
keepers in any particular district to shift their rates 
on to their customers. But the poorer customers are 
at a disadvantage in this matter as compared with the 
richer, in so far as they are less able to make distant 
purchases. 

As between owners and occupiers, it is often 
argued that the incidence of rates is on the owner. 
For, it is said, if an occupier has to pay more rates. 
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he will only offer correspondingly less rent. A similar 
argument could be used to prove that the incidence 
of a tax on any commodity is wholly on the seller. 
For example, it might be said that, if a buyer of 
sugar has to pay a tax on it, he will reduce the 
price that he will offer, apart from the tax, by a corre- 
sponding amount. The argument assumes that the 
demand for the taxed commodity is perfectly elastic. 
But this is not true, either of sugar or of houses. The 
demand for houses is, on the contrary, rather inelastic, 
since houseroom is a necessity, in which people are 
less willing to economise than in many other objects 
of their expenditure. The only other condition, under 
which the incidence of rates would be wholly on the 
owner, would be if the supply of houses were perfectly 
inelastic. But this, again, is obviously not the case, 
though the supply is less elastic than that of less 
durable commodities. It is, therefore, reasonable to 
conclude that occupiers bear a considerable part of the 
incidence of rates. 

§4. As regards the effects of a tax on a commodity 
upon its price certain furtherpoints are worth noticing. 

It has already been mentioned that, where a tax is 
collected from the seller in a lump sura in respect 0/ a 
large quantity of the commodity, he will be out of 
pocket by the amount of interest, which he would 
otherwise have obtained, on the sum paid to the tax 
collector during the period between the payment of 
the tax and the sale of the goods. He will, therefore, 
attempt to shift on to the buyers of the commodity, 
not only the sum paid in taxation, but also the sum 
lost in interest. How far he will be able to do this, 
i.e., how far he will be able to raise the price of the 
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commodity, depends, as before, upon the elasticity 
of the demand for, and of the supply of, the com- 
modity. But, if the former elasticity is small and 
the latter large, it is possible that the price of the 
commodity will rise by more than the amount of 
the tax 

Another case in which a tax on a commodity may 
raise its price by more than the amount of the tax is 
that of a commodity produced under conditions of 
" increasing returns,” that is to say under such con- 
ditions that the cost of production per unit diminishes, 
as the amount produced increases. In this case not 
only does an increased price mean a decreased demand, 
but a decreased supply means increased cost of pro- 
duction and hence an increased price, apart from the 
increase directly due to the tax. 

Again, the sellers of a commodity, on which a new 
tax is imposed or an existing tax increased, even 
though they do not normally act in combination, may 
agree to raise prices by more than the amount of the 
tax, for the sake of producing a political effect and 
creating an agitation amoDg consumers for the repeal 
or reduction of the tax. But, unless the agitation 
succeeds quickly, the sellers are likely to lose by such 
a policy. 

Finally, the effect of imposing import duties on 
commodities, other than gold, may lead to increased 
imports of gold and reduced imports of the taxed 
commodities. In so far as this happens, the increased 
supply of gold will tend to raise the prices of all com- 
modities within the taxing country and the prices of 
the taxed commodities may, therefore, be increased, 
for this reason also, by more than the amount of the 
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of other effects. The need for introducing such a 
distinction here illustrates the difficulty of effectively 
separating incidence from other effects. 

§ 5. The argument of the preceding chapter regard- 
ing the incidence of taxes on a monopolist must be 
applied with discretion to practical problems. In 
reality perfect competition is rare, and perfect monopoly 
is still rarer. Some element of monopoly enters into 
the determination of nearly all prices, and fear of com- 
petition, actual or potential, actuates nearly all 
apparent monopolists. Price may be influenced by the 
exercise of monopoly power, as soon as a single seller, or 
group of sellers acting in combination, controls a con- 
siderable proportion of the commodity to be sold. But 
where monopoly power exists, though we may assume 
that it b seldom neglected, yet it is not always fully 
exercised. Investigations under the British Profiteer- 
ing Act into the prices of soap, sewing thread and other 
commodities immediately after the war illustrated this. 

It follows that a tax on a monopolist, such that 
its incidence, according to the argument of the pre- 
ceding chapter, would be entirely on him, may some- 
times be shifted on to his customers by means of a 
more rigorous exercise than before of monopoly power. 
A monopolist, in lact, like a landowner, may react to 
taxation by " taking in the slack " Further, a group 
of sellers (or buyers), who have previously competed 
against one another, may react to taxation by acting 
in combination and thus enabling themselves to exercise 
monopoly power. 

§6. Many schemes of social insurance are partly 
or wholly financed by weekly contributions from 
employers and workers. The incidence ol these 
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con tributions may be traced as follows. The employers' 
contributions, being proportionate to the number of 
workers employed, are a tax on the number of units of 
labour employed, or, more shortly, a tax on employ* 
rnent. The workers’ contributions are a tax on wages. 
The incidence of both sets of contributions depends on 
the relative elasticity of the demand for, and supply of, 
labour in various occupations. In general, the demand 
for labour is much more elastic than the supply. In 
general, therefore, much the greater part of the 
incidence is on the workers, and much the smaller part 
on the employers. The workers, therefore, pay by far 
the greater part both of the employers' contributions 
and of their own, and the employers pay by far the 
smaller part. The proportions will vary according to 
the circumstances of particular industries and localities 
and in exceptional cases, where the demand for labour 
is less elastic than the supply, the relative situation of 
employers and workers will be reversed. An example 
of such an exceptional case is, perhaps, that of domestic 
servants.' 

57. Before leaving the subject 0/ incidence, we 
may notice a few mistaken ideas, which are sometime* 
put forward. 

It is sometimes argued that the incidence of all 
axes on commodities is entirely on consumers, Leeaw-e 
he effect of imposing a tax on any particular com* 
wdity is to reduce the profits obtainable from its 
reduction and sale below the" normal level "of profits 

* IWa»f Iljoii (Tkdorf «/ Vmmpleytu*!, p. <0 
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elsewhere, and that its production will, therefore, be 
restricted, and its price consequently raised, until its 
producers and sellers are again making “normal 
profits." When this has come about, it is argued, its 
producers and sellers will be in the same position as 
producers and sellers elsewhere and, therefore, they will 
have shifted the whole incidence on to the consumers. 

A preliminary objection to this argument is that the 
conception of " normal, profits " corresponds very 
imperfectly with the facts of reality. There is, of course, 
a constant tendency for both workers and capital 
to move from points where remuneration is low to 
points where it is high. There are, however, many 
obstacles to movement, some of which prove insuper- 
able for considerable lengths of time. 

But a more fundamental objection is that the argu- 
ment takes no account of differences in the elasticity 
of demand for different commodities. Suppose an 
equal tax per unit to be imposed upon two commodities, 
for one of which the demand is considerably more 
elastic than for the other. Then, even when the 
producers of both are again making " normal profits,” 
the price of the first will have risen, other things being 
equal, considerably less than the price of the second. 
Therefore, the consumers of the first will be bearing 
a smaller part of the incidence of the tax than the 
consumers of the second. And even the latter will not be 
bearing the whole incidence, unless, as a direct result of 
the tax, the price has risen by the full amount of the tax, 
i.e., unless cither their demand is absolutely inelastic, 
or the supply of the commodity is absolutely elastic. 

A corresponding, and equally valid, objection may 
be raised from the side of supply. If an equal tax per 
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realise that they will haye to pay the tax. And clearly, 
if the tax were to be repealed, the holders for the time 
being of the taxed object would gain through an 
increase of its selling value, or of their income, or both 
And, therefore, the incidence of the tax is on them. 

Some writers have enveloped the theory of incidence 
in a fog of vague words, among which the terms 
“ diffusion " and " absorption ’’ are prominent. The 
conclusion of their argument is akin to that of those 
philosophers who maintain that nothing definite can 
be known except that nothing can be definitely known, 
but that all is probably for the best. All taxes are 
"diffused" and "absorbed," until no one’s burden 
can be determined, but probably no one’s burden is 
heavier than that of anyone else. This is thought to 
be true of all systems of taxation, any of which, 
therefore, is as good or as bad as any other. This line 
of argument is very futile, and merely runs away 
from all the difficulties. It is true that many of the 
effects of taxes are widely diffused, but it is possible, 
if the problem is posed with precision, to arrive at 
certain quite definite conclusions regarding both their 
incidence and their wider effects. 

Finally, it is sometimes argued that the incidence 
of a tax on a commodity can be determined by a com- 
parison of the price of the commodity at two different 
dates, before and after the imposition of the tax, in the 
same country, or at the same date in two different 
countries, in one of which there is a tax and in the other 
no tax, or a tax at a different rate. This type of argu- 
ment is freely used both by Protectionists and Free 
Traders. Thus some economic historians have tried 
to prove that the repeal of the Com Laws in this 
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country had no effect upon the price ot bread, except 
perhaps slightly to raise it. The attempted proof 
consists of the statement, which is true, that the price 
of bread rose slightly In the years immediately following 
the repeal. But ail prices were rising at this time, 
chiefly owing to increasing go!d production in California 
and Australia, and the price of bread rose less than 
other prices in this country and less than the price of 
bread in other countries during the same period. 

But, in order to determine the incidence of a tax 
from price statistics, what should be compared with the 
price of the commodity at one time or place with the 
tax on, is not the price at a different time or place with 
the tax off, but the price at the mine time or place with 
the tax off. And obviously there will be no statistical 
record of the latter price. For it is not any price 
which ever actually existed, but a price which would 
have existed, if certain conditions had been different 
Nearly all statistical arguments on incidence are worth- 
less, because a tax is only one of many factors which 
determine the price of a taxed commodity, and the 
effect on its price of changes in the tax may be, and 
often are, small compared with the effect of changes in 
the other factors. " You can prove anything by 
figures " to your own satisfaction, provided that neither 
you, nor those to whom you speak, know how to use 
them. 


Note to Chapteks VII and VIII 

§ I. Some parts of the theory of incidence may be 
conveniently expressed by geometrical or algebraical 
methods. What follows is not intended to be an 
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exhaustive discussion, but only to illustrate the use of 
mathematical methods in this field 



Let D,D, be the demand curve, S,S, the supply 
curve for a particular commodity (or service), PM the 
price per unit, and PN the amount sold per unit of 
time. 

Now impose a tax on the commodity and collect it 
from the sellers. Let S,'S,' be the new supply curve. 
PM' the new price, PN' the new amount sold, and 
PR the tax per unit. 

Thus the price rises by PQ and the sales fall by PQ. 

The incidence of the tax, PR, is divided between 
buyers and sellers. The buyers bear PQ, the sellers 
QR. 

Now the elasticity of demand, 
and the elasticity of supply, 

, n? £. 

••QR~* d 

That is to say, the incidence is divided between 
buyers and sellers in the ratio of the elasticity of supply 
to the elasticity of demand. 
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that the price rises by the full amount of the tax. and 
mJcs arc unchanged ; ( e ) with perfectly elastic supply. 
o,b 4 and S/S/ become horizontal straight lines, Q 
coincides with R and FQ-/. so that the price rises 
by the full amount of the tax and sales diminish; 
(d) with perfectly inelastic supply, S.S. becomes a 
vertical straight line and S/S/ coincides with it, while 
Q an d R all coincide with one another, so that 
FQ vanishes, the price is unchanged by the tax and 
sales are likewise unchanged. 


* § 2. It is not necessary to assume, so far as the 

preceding geometrical proof is concerned, that the tax 
is small relatively to the price or to the amount sold. 
The proof holds good equally for small taxes and for 
large. In the former case the elasticities of demand and 
supply are " point elasticities,” in the latter they are 
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'* arc elasticities.” But no ambiguity results from this 
in the present context.* 

Nor is it necessary to assume that the rate of tax 
per unit is independent of the price, or of the sales, 
though this assumption represents the simplest case, 
that of a "specific tax.” The geometrical proof 
remains unaffected, if we assume that the tax per unit 
is proportionate to the price per unit (the case of an 
" ad valorem tax "}, or if we assume, more generally, 
that the tax per unit is any function of the price, or 
of the sales. For P'R will still represent the tax per 
unit, when equilibrium is reached with price P*M' and 
sales P'N', But the position and shape of the new 
supply curve will, of course, vary in relation to the old 
according to the nature of the tax. 

§ 3. An independent algebraical proof is as follows. 

Before the tax is imposed, let y be the price and * 
the sales, and let y »£>(*) represent the demand curve 
and y=*S(x) the supply curve. Then equilibrium is 
given by y =!?(*) =*S(x). 

If a (specific) tax of t per unit is imposed on the 
sellers, we have a new supply curve y=l+S{x), but 
the old demand curve y *=D(jc). 

Therefore the new equilibrium is given by 

y+Sy~D(x — fa)^*/+S(x -fa). 

Where Sy, the increase in price, and fa, the decrease in 
sales, ate both measured positively. 

Assuming that Ax is small, so that its squares and 
higher powers may be neglected, we have 

1 For a discussion of the distinction between these two con- 
ceptions of elasticity, end of the ambiguities which are apt to ansa 
from failure to male this distinction dear, see my 1 ntquaiily of 
Incorru r, pp. t86-9o_and pp. <92-97. 
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large taxes and arc elasticities, as distinguished from 
small taxes and point elasticities. 

§ 4. The possibility that the price may rise by more 
than the amount of the tax, owing to loss of interest by 
the seller, may be thus exhibited. 

If a tax l per unit be imposed on the seller, and if, 
in addition, he suffers a loss of interest i per unit during 
the interval between the collection of the tax and the 
sale of the commodity, he will try to pass on i, in 
addition to t. 

Let t+i-t 

Then the price will rise by 
This quantity will be greater than t, if 


that is to say, ii 



This result is, therefore, the more liVely, (a) the less 
elastic the demand, (6) the more elastic the supply, and 
(c) the larger the loss of interest relatively to the tax, 
or, in other words, the higher the rate of interest and 
the longer the interval. 

It should, however, be remembered that i is, for the 
most part, an indirect money burden and, therefore, 
outside the realm of incidence. Compare Chapter 

VIII. § 4 - 
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As before let D,D, be the demand curve, and S,S, 
the supply curve for the commodity, with diminishing 
returns. Then PM may be called the competitive 
price and PN the competitive sales. But, since the 
commodity is monopolised, the price will be P'M', 
the sales FN’, and the restriction of sales (or output) by 
reason of monopoly MM'. The position of P' will be 
determined by the condition that monopoly profits, 
represented by the rectangle P'KTN’, shall be a 
maximum. 

The extent to which it will pay the monopolist to 
raise price and restrict sales depends on the shapes of 
the relevant portions of D,D, and S,S„ that is to say 
on the elasticities of demand and supply. The profits 
of restriction will evidently be greater, the smaller the 
elasticity both of demand and of supply. Apart from 
the possibility of endangering his monopoly, there is no 
limit to profitable restriction of output, so long as the 
elasticity of demand at each point of the demand 
curve, going upwards, is less than unity For then, 
with each additional restriction, he will produce a 
smaller output at less cost and sell it for more money. 
But, in reality, the demand for any commodity, even 
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most profitable level of sales will be given by the 
equation 

DM -S(x) -/M+*{D'(*)-S'M -m } =o. 

There is scope here also for mathematical manipula- 
tion,* to examine how various forms of the function 
f[x) will affect the optimum value of x for the 
monopolist. But the verbal argument of Chapter VII, 
§ 6 is simpler and more direct. 

§ 8. I now put mathematics aside and pass from 
the incidence of taxes on particular commodities and 
services to that of a tax on income in general. This 
characteristic of generality in any tax has a primary 
importance in the theory of its incidence. For the 
incidence of such a tax cannot be shifted by the diversion 
of resources from taxed to untaxed fields Precisely 
because the tax is general, no untaxed fields exist.* A 
tax on income in general is the same thing as a tax on 
the prices of all commodities and services, which in 
turn is equivalent to a tax on all those commodities 
and services themselves. 

Most serious economists, though not all business men, 
agree that the usual incidence of income tax is on the 
income receiver, who is thus quite accurately described 
as the " income tax payer." This doctrine, according 
to an often quoted pronouncement, " is true over 
practically the whole field and for practically the whole 
of the time, any exceptions being local or temporary 
and insufficient to invalidate it." 1 The belief, held by 
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by asking what they like ; they must end by taking 
what they can get. 

The price which they can get is not affected by the 
amount of income tax, if any, which they pay. Under 
perfect competition, a seller lias no power at all to alter 
the market price ; under perfect monopoly, he has 
unlimited power ; under imperfect or partial monopoly, 
he has some power. But in all three cases the price 
which, allowing for the opportunities open to him, will 
bring him in the largest profits, is independent of 
whether he pays income tax or not, or of how much 
he pays. 

Third, and this is the underlying reason for the 
two previous arguments, and could, therefore, stand 
alone as a sufficient logical support of the doctrine that 
income tax cannot be shifted, the elasticity of supply 
of resources subjected to a general income tax tends, 
in the short run at any rate, to be so small as to be 
negligible. For no diversion of resources from one 
employment to another will, as a result of the tax, be 
worth while, which would not have been worth while 
before. And it is the possibility of such diversions, 
which makes the supply of particular kinds of resources 
elastic in other cases. Moreover, this inelasticity of 
supply, which is a certainty over a short period, is 
likely to persist over long periods, especially if the 
demand for income by those who supply resources is 
also, in terms of effort and sacrifice, highly inelastic. 
And there are grounds for believing that this state of 
things often prevails.* 

Only on the assumption that the supply of resources, 
01 of some kinds of resources, is relatively elastic in the 

* Compile Ct». X. f 4. 
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Inelastic, and no wage-earner can escape the tax by 
changing his trade. But a tax on wages in a particular 
trade can, in some measure, be shifted, since the supply 
of labour to particular trades is comparatively elastic, 
and since the demand for labour in some particular 
trades is comparatively inelastic. It may be added 
that the argument of some of the classical economists, 
that a tax on wages could be shifted, assumed that 
wages were at, or near, subsistence level and that, in 
consequence, the supply of labour was highly elastic. 
But, whether this assumption was right or wrong a 
hundred years ago, it is not tenable to-day, except, 
perhaps, in very backward and poverty-stricken com- 
munities. 
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would be realised by taxing only the largest incomes, 
cutting down all above a certain level to that level, 
while exempting all below that level. Thus all incomes 
above, say, £1300 a year would be reduced by taxation 
to that figure, and no one, whose income was less than 
this, would be taxed at all. We are led to this rough 
and ready plan by the conception of the diminishing 
marginal utility of income. 1 The chief objection to it 
is that, especially if it were introduced suddenly, it 
would probably check nearly all economic activity, 
beyond what was required to secure the maximum 
income not subject to taxation.' This is an objection 
based on grounds of economy, that is to say on the 
consideration of economic effects. But some people 
would also object to it on grounds of equity or 
“fairness," and it will be found that, in most dis- 
cussions of “ the proper distribution of the burden of 
taxation,” arguments based on equity are more 
prominent than those based on economy. 

Different people, however, have veiy different ideas 
of what is equitable, and many of these ideas prove 
to be vague and unhelpful, when it is attempted to 
apply them to practical problems. " It is equitable 
that people in the same economic position should be 
treated in the same way for purposes of taxation." 
Perhaps ; but what differences in treatment are 
equitable for people in different economic positions? 
ADd, moreover, what is meant by the " same economic 

* Another name lor "the principle oi rmnimum sacrifice" is 
*' the principle of equi-marginal sacrifice " But this is clumsier. 

* As when the Soviet Government in 1918-20 requisitioned from 
the peasants all their foodstuffs in excess of the immediate require- 
ments of themselves and their families. See Dobb, J?«ssiait Ecanomit 
Dtvcbpmtnl, p. 1 19, and also Ch. V. 
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axe taxed, nor is it obvious at what rates it is equitable 
to tax such wealth. 

§ 4. Returning to the tax system as a whole, three 
alternative principles for the equitable distribution of 

its direct money burden have been suggested : first, 

the c ost to the public authority of the services rendered 
to individual taxpayers ; second, th e benefit to T 
individual taxpayers of such services ; and third, 
individual ‘‘ ability to p ay ** taxation. 

" The cost of service princip le " can be applied to S- 
the supply of postal services, electric light, etc., by 
public authorities, and the prices of such services can 
be fixed in accordance with this principle. But it 
cannot be applied to services rendered out of the 
proceeds of taxes, as distinguished from prices. For a 
tax, by definition, is a payment, in return for which 
no direct and specific quid pro quo is rendered to the 
payer. The services, ii any, rendered to individual 
members of the community by expenditure on the 
King’s Civil List, on armaments, police or public parks 
cannot, in fact, be determined and, therefore, the cost 
of rendering these sendees to different individuals 
cannot be determined. Thus the ** cost of service 
principle,” however equitable it may seem in 
the abstract, is not capable of wide practical 
application. 

The “ benefit of service principle ” fails in the same 
way. Since the services rendered to individuals by 
manylormsof public expenditure cannot be determined, 
the benefits to individuals from such services cannot be 
determined. The principle can. indeed, be applied in 
certain cases For example, the benefit derived by an 
old age pensioner from lus pension is definite enough 
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and the benefit of service principle would require him 
to return it to the public treasury in the form of a 
special tax.* If this is equitable, it would be a simpler 
way of giving effect to equity to repeal the Old Age 
Pensions Acts. Those, who think that this would not 
be equitable, cannot think that the benefit of service 
principle without qualifications is equitable. And, if 
qualifications are to be introduced, it is not dear, 
so far as equity is concerned, on what principle 
they are to be based, nor how far reaching they are 
to be.* 

It has, indeed, been argued 1 that, so far as public 
expenditure for common benefit, as distinct from 
individual benefit, is concerned, all dtizcns benefit in 
proportion to their incomes, and hence that such 
expenditure should be paid for by taxation proportional 
to individual incomes. But the first step in this 
argument is false. In general, the benefit to individuals 
is simply unasccrtainable. 

§5* The prindple that taxation should be dis- 
tributed between individuals in accordance with their 
ability to pay " is, on the face of it, somewhat more 
practicable. But how is *' ability to pay " to be 
measured ? It is usual, in discussions of this question, 
to consider the " sacrifice " to the taxpayer of paying 

^ axc . s ' anc * l ^ en to deduce some scheme of 
distribution of the burden of taxation from some 


f e P*X. oot only the amount of his pension, but also a small charge 
to cover the cost of administration cl the scheme 

See Ch XIV, JJj 7, lor a discussion ol how Ur, on grouoJ* 
oi economy, the cost of service or benefit cl service principle* 
snooij govern the price* of services supplied by public authorities. 
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utility diminishes at all with increasing income. Both 
equal sacrifice and proportional sacrifice, rigidly applied, 
involve making all members of the community however 
poor (provided that they have some economic welfare 
to sacrifice) contribute something. But minimum 
sacrifice does not involve this. Further, the more 
rapidly the marginal utility of income is assumed to 
diminish with increasing income, the more steeply 
progressive must the tax system become, in order to 
give effect to either equal or proportional sacrifice. 

Proportional taxation can only be justified, accord- 
ing to the principle of equal sacrifice, on the assumption 
that the marginal utility of income diminishes very 
slowly, and can only be justified, according to the 
principle of proportional sacrifice, on the assumption 
that the marginal utility of income does not diminish 
at all, but remains constant, as income increases. 
On this last assumption, the principle of minimum 
sacrifice would lead to no one distribution of taxation 
more than any other, since the total sacrifice would in 
all cases be proportionate to the total revenue raised 
by taxation. 

Regressive taxation can only be justified, according 
to the principle of equal sacrifice, on the assumption 
that the marginal utility of income diminishes even 
more slowly than was required in order to justify 
proportional taxation according to the same principle, 
or on the assumption that marginal utility docs not 
diminish at all, but remains constant or actually 
increases. Again, regressive taxation can only be 
justified, according to the principle of proportional 
sacrifice, on the assumption that marginal utility 
actually increases and, on this absurd assumption, the 
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the discovery' of the law of diminishing marginal 
utility.* 

§ 6 . It is important to notice that the four principles 
considered above, in common with all principles of 
equity iu taxation, including the austere principle 
that "everyone ought to pay something," are only 
matters of opinion. Failing a dearer and more 
generally accepted definition of equity than has 
hitherto been forthcoming, it tannot be proved that 
they are, in fact, equitable, but only that certain people 
at certain times think them so. And it is a fact of 
common observation that opinion on such questions 
is very liable to change. It has been truly said that 
current ideas of equity generally amount to little more 
than “ economy tempered by conservatism.” Equity 
often seems to say " No," but hardly ever “ Yes." 
an elusive mistress, whom perhaps it is only worth 
the while of philosophers to pursue ardently and of 
politicians to watch warily. 

Yet, even on grounds of equity, it may be argued 
very cogently that " there is at least as good a case for 
taxation which makes net satisfactions equal as for 
taxation which makes sacrifices equal. Indeed, there 
is a better case. For people’s economic well-being 
depends on the whole system of law, induding the laws 
of property, contract and bequest, and not merely on 
the law about taxes. To hold that the law about taxes 
ought to affect different people’s satisfactions equally, 

1 Proportion*! luxation lu* modem adherent* also in Italy, 
In addition to Professor De Vul D* Marco, already cited. Professor 
Eraaudi eights in his Otltma I myosin that, since, without the aid ot 
the State, there could be no production, every element of income i* 
bora owing a debt, and an equal debt, to the State, and that, 
therefore, every element ol income should pay an equal share of 
taxation. Ttua reasoning seems fanciful and coconvindng 
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while allowing that the rest of the legal system maj 
properly affect them very unequally, seems not a 
little arbitrary."' This line of argument discredits 
proportional sacrifice, along with equal sacrifice. It is 
neutral towards constant inequality of incomes, and 
somewhat more benevolently neutral towards minimum 
sacrifice. 

If, however, we look at the problem of the distribu- 
tion of the burden of taxation from the point of view, 
not of equity, but of economy, we stand on surer 
ground, though we may ultimately be led to conclusions 
less simple in form than those furnished by equity. 
It has been argued in Chapter II of this book that any 
system of public finance should be conceived simply 
with a view to the maximum social advantage in the 
long run, and it follows that any tax system, as part 
of this larger system, should be conceived with the 
same object. But it is a necessary preliminary to 
the consideration of any tax system from this point 
of view to consider broadly the economic effects of 
taxation. 


Note to Chapter IX 

§ i. The chief purpose of this Note is to illustrate 
the use of mathematical methods in determining the 
correct distribution, on given assumptions, of the 
burden of taxation. As in the preceding Note to 
Chapters VII and VIII, the mathematical discussion 
is designed to be illustrative rather than exhaustive. 
For, of the making of mathematical formulas for 
* Hpt, Pm Uu Fi**nc4, p. 6 o. 
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graduating taxation, as of the making of books, there 
is no end. It may be worth while to point out that 
there is no logical distinction, as some non-matbema- 
tidans seem to suppose, between '* theoretical " scales 
of graduation based on mathematical formula; and 
“ practical " scales based on “ common sense." Every 
scale, which is explicitly based on a mathematical 
formula, can readily be translated into the language of 
“ common sense," which here means nothing more than 
a series of, apparently unconnected, rates of tax 
payable in various alternative circumstances. On the 
other hand, a mathematical formula, even if a long and 
complicated one, can always be found to " fit." and 
thus give expression to. any " practical " scale which 
non-mathematicians may invent. 

The following argument illustrates some of the 
problems suggested in Chapter IX, § 5 

| a. Given any functional relation between income, 
t, and economic welfare, u>, it is possible to find a 
formula to give effect cither to the principle of equal 
sacrifice or to that of proportional sacrifice. 

Assume, for example, that 

w —log x. so that 

uX X 

(This is Bcmouilli’s Law, which is based on the 
proposition that proportionate additions to income 
make equal additions to welfare It girts a somewhat 
slow rate of diminution of marginal utility.) 

Let the rate of tax on an income 1 be I, so that U 
it (he total tax on an income x. 

Let uf be the sacrifice of welfare due to payment 
of the lax. 
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Appendix to my Inequality of Incomes, as best com- 
bining simplicity and plausibility.) 

Then if, as before, o' is the sacrifice of welfare due 
to a tax tx on an income x, we have 


•ui-w'^c — 


x-tx 


IT*— - 


x-tx X 

1- -JL- 

I + l^X 

For equal sacrifice, w' is constant and, therefore, as 
x increases, t increases, so that we have progressive 
taxation. 

For proportionate sacrifice, — is constant — *, say. 
Then x x 


j-Y+otx 

as x increases, l increases, which again gives 
progressive taxation. 

5 4 It is, indeed, dear, without the aid of algebra, 
that il, any functional relation between x and w being 
given, equal sacrifice leads to progression, proportional 
sacrifice must lead to still steeper progression It is a 
limiting case of this proposition that, if equal sacrifice 
leads to proportionality, proportional sacrifice must 
lead to progression. For consider a community con- 
sisting of two taxpayers. A and B. of whom A has the 
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is assumed. For the first two classes, proportional 
sacrifice requires progressive taxation ; for the third 
class it will require cither regressive, proportional or 
progressive taxation, according to the sub-dass of 
relation assumed between income and welfare. 

In the limiting case, where marginal utility is 
constant, whatever the sire of income, equal sacrifice 
is secured by a poll tax, equal for all taxpayers (a 
special case of regressive taxation), and proportional 
sacrifice by proportional taxation. 

For we have where A is a constant, and, 

(r — tx). 
w'—kh. 

If w' is constant (equal sacrifice), then tx is constant. 

if* i/r 

If — is constant (proportional sacrifice), then j— 
is constant, so that t is constant. 

Passing to the other side of this limit, and assuming 
that marginal utilityincrcascswithincome.proportional 
sacrifice requires regressive taxation, and equal sacrifice 
requires taxation more regressive than a poll tax. 

llut llicse hypothecs have long since left the real 
wot Id behind, and have an interest which is purely 
intellectual. 

5 5. The principle of constant inequality of incomes, 
which to some minds seems equitable, leads, I have 
suggested in Chapter IX. 5 S. to progressive, and not to 
proportional, taxation 1 have supj-orted tlus sugges- 
tion by a reference to an argument which I have 
developed at some length clscw here I shall not spend 
tune repeating that argument here, but shall only 
recajiitulale. very summarily, seven of the steps us it. 
which have a special relevance to our present problem 
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THE EFFECTS OF TAXATION ON PRODUCTION 


§x. The best system of taxation from th 
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economic effects . In this and the two 
following chapters these effects will be considered 
under three heads, (i) effects on production, (2) effects 
on distribution, (3) other effects. 

The effects of taxation on production can likewise 
be conveniently classified under three heads, (1) effects 
on ability to work and save, (2) effects on desire to 
work and save, (3) effects on the distribution of 
economic resources between different employments and 
localities.* 

In this classification, and in the discussion which 
follows in this chapter, " work ” and " saving " are 
treated on the same footing. This procedure is 
legitimate, provided that its limitations are clearly 
recognised. There is a great variety of possible 
economic institutions. Under all conceivable institu- 
tions, work is essentially an individual function and. 
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from wages, and to taxes on necessaries. It applies 
also to taxes on commodities, which are not stnclly 
neccsunrs but the consumption of which contribute* to 
efficiency A* icgards commodities, the consumption 
of which docs not contribute lo cfhaency, it may seem 
at first sight that the argument docs not apply Hut 
where these commodities are treated by the woiLers 
concerned at " conventional necessaries,” where, that is 
touy, their demand for them is comparatively inelastic, 
an increase in their puce owing to taxation will cause 
some reduction in their consumption, but an increase in 
the expenditure upon them The wotlrrs, therefore, 
will have lesa to ipend upon real nrcejaanes. and 
thus the same enl eflect* upon cfhdcacy may be 
]vuduccd. as if real necessaries themselves had been 
taxed 

It 11 doubtful at what |c\cl of income the line should 
1 * drawn. below which taxation >» hlrly to teduee 
dhcicrxy* Hut it ii dear that, etrn in the nehext 
modern ctuunumtiex, the incomes ■ I a Urge section 
<4 the |a>]>ulation still he Mow it Moreover, the Im* 
must l« drawn at different levels for iMcirnt daises 
of w viler* 

Ability to >sse Is reduced by all taxes on those 
who have my rtuipn id income. out vJ which saving 
it f*)tv.bla. He «dy taxes, thrirfjre. which do 
not to tom* extent reduce aUbty to sale, are 
those wS.wh fall exiljuvr.'y 00 i«v;Uc who are so 
that they base no auJs m*rgw It u evident 
that Uaty lives oa the tvh. tbc'-.vgh deitvwUr 00 
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§ 4. Any person's reaction to taxation is largely 
governed by the elasticity of his demand for income, 
in terms of the efforts and sacrifices which he makes 
in order to obtain his income {or, what amounts to 
much the same thing, in terms of the services which 
he renders in exchange for his income),' His income, 
for the purpose of the present argument, is his net 
income alter deduction of taxation. Suppose that, 
as a result of increased taxation, a given effort or 
sacrifice, — a given amount of work or saving, — 
produces less income than before What is the effect 
upon his desire to work or save ? Obviously, to 
strengthen it, if the elasticity of his demand for income 
is small, and to weaken it, if this elasticity is large. In 
the former case it will seem more worth while than 
before to work and to save, in the latter case less worth 
while. The practical question, then, is to find out 
how the elasticity of demand for income varies with 
different classes of people and with different circum- 
stances. At this point, perhaps, the economist looks 
hopefully into the eyes of the psychologist, but the 
latter is apt to return a stony and uncomprehending 
stare and to talk of other things, such as the inadequate 
psychological basis of modern economic theory. Thus 
the economist is thrown back, until more effective help 
shall be forthcoming from the psychologist, upon his 
own slender resources. 

It is usually assumed that most people’s elasticity 
of demand f 01 income is laTge. Bntisit? Many likely 
cases to the contrary suggest themselves. People 

* Alternatively, we may speak of the elasticity of his supply 
o( tSorta and sacrifices (or services', in turns ol the income which 
he can obtain in return, 
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balance remaining for the income earner.”' According 
to this view of human nature, demand for income has 
hardly any elasticity at all. It is, indeed, uncertain 
how far Leverhulme’s bracing attitude towards taxa- 
tion is shared by other business men, to say nothing of 
other classes in the community. The ” psychology of 
the business world " remains something of a mystery, 
though it occupies a central position in some economists' 
theories of the causes of trade cycles In times of trade 
depression it is common form in the business world to 
ascribe most of the economic evils of the day to the 
** crushing burden of taxation,” though an equal, or 
even a heavier, burden may have been carried without 
apparent difficulty through the preceding trade boom. 
We cannot readily accept, in the lace of Leverhulme's 
evidence, the implication that business men's demand 
lor income is so highly elastic as this, though it may 
well be more elastic in times of depression than in times 
of boom, and more elastic among the inefficient than 
among the efficient. Nor, to return to the broader 
question, can we readily accept the common view 
that most people's demand for income is so elastic that 
taxation is bound, on the whole, to reduce their desire 
to work and save and, therefore, in this respect to check 
production. More light on this interesting and 
important problem is required. 1 

* Tkt Si* 1/cur pty OlStr Ciun, p. 1(8. 

1 In » comprehensive study It would be necessary to distinguish 
between the immediate end the more permanent effects of changes 
In the ratio of Income to client. It would also be neccuary to lake 
account of (octal hatet*. It hai been soggestrd, for example, that 
the growth of hire purchase, or ” instalment celling.'* tends to make 
the buyers' demand lor income lea elastic than briar* under 
adverse, and more clastic coder favourable, conditions An alter na. 
the view is that these devices, by stimulating new desire*, simply 
cals* the whole demand curve (or Income, without rxceasaiily 
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save. In periods of great economic disturbance, or even 
of rapid economic change, there may be considerable 
scope fof taxes on windfalls. Dnring the war, for 
instance, the British excess profits duty, which pro- 
duced a large revenue, was substantially a tax on wind- 
falls, at any rate for the first year or two of its 
imposition, though with the passage of time it gradually 
changed its character. Again, during a period of rapid 
expansion in a new country, windfall taxes on the 
value of land and other forms of appreciating property 
might yield large sums. But in more normal and less 
unsettled conditions it is not generally possible to 
raise much revenue by means of such taxes, A tax 
on the site value of land, or on increments of site value, 
is a windfall tax in some cases, but not in others, 
since future appreciation of value is often expected. 
Inherited wealth, again, is sometimes a windfall to 
the inheritor, though many inheritances are the subject 
of pleasant expectation. 

Another example is a tax on a monopolist, which 
gives him no inducement to alter his output or selling 
price. On the other hand, a tax on a monopolist, 
which makes a larger output and a lower selling price 
more profitable, will make him desire to work and save 
more, whatever his elasticity of demand for income. 1 

§6. But in the majority of cases the effect of 
various taxes upon the desire to work and save depends 
upon the elasticity of taxpayers' demand for income 
Let us first make the assumption, which is most 
unfavourable to production, that this elasticity is 
generally large, and let us consider, on this basis, 
the comparative effect of various taxes, or rather of 

* SMCb.VU.fe. 
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tribution . 1 It will be found, when we come to deal 
with public expenditure, that there are other and 
equally effective methods of stimulating saving which 
are Dot open to these objections.* 

Where an income tax differentiates in favour of 
earned income, or, in other words, taxes incomes from 
work at a lower rate than equal incomes from property, 
it is reasonable to expect a greater check to the desire 
to save and a smaller check to the desire to work than 
if the tax, while yielding the same revenue, made no 
such differentiation. But, on the average, the desire 
to save is probably stronger and more persistent among 
the recipients of incomes from work than among the 
recipients of equal incomes from property. For the 
former have the keener incentive to make provision 
for the future. This is only another way of saying 
that demand for future income is probably less elastic 
among the former than among the latter. Probably, 
therefore, a moderate degree of differentiation in an 
income tax, far from introducing any additional check 
to the desire to work and save, acts the other way. 

Where, however, an income tax is graduated or, in 
other words, taxes larger incomes at a higher rate than 
smaller ones, it is important to realise that a very high 
rate of tax will almost certainly result in a sharp check 
to the desire to work and save at the higher levels of 
income, and that the sharpness of this check will 
increase more rapidly than the rate of tax . 1 

» See Ch XI. K3 anils 

* See Ch XVIII. 

1 For as. ia accordance with the graduation, the rate ol tax on the 
income as a whole increases, the rate ol tax on additional income 
increases mote rapidly. II, lor example, the tax is si* shillings in 
the poond on £3.000 a year and seven shillings 10 the pound on 
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17- A tax, which hi* much to commend ft on other 
grounds Is a tax on Inherited wealth. From tic 
jwint ol view iho 0 { its effect* on production, such a 
tax hoi certain advantages over on income tax. It 
U sometimes imagined that, in proportion to the 
revenue obtained, an inheritance tax - falls on capital," 
m the sense ol checking the accumulation of capital. 
to a much greater extent than an income tax. The 
prevalence of this idea is. no doubt, partly due to the 
common confusion, noticed in Chapter V. § 3 . between a 
tax assesseJ on capita] and a tax tali out c/ capital 
But the idea itself is mistaken. 

Assuming that the payment of an inheritance tax 
is not insured against beforehand, an income tax and 
an inheritance tax of the or dinar y type, yielding the 
same revenue, probably check saving to much the 
same extent. For, on the one hand, as regards the 
actual payment of taxation, an inheritance tax will 
probably be paid by r ealisa tion of securities to a greater 
extent than an income tax will be paid out of money 
which would otherwise have been saved. But, on the 
other hand, as regards the effects of the expectation 
of having to pay in the future, saving is probably more 
reduced by the prospect of having to pay income tax 
each year, than by the remoter prospect of one’s heirs 
having to pay inheritance tax at some uncertain future 
date. But, where the payment of an inheritance tax 
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is insured against beforehand, — and this habit is now 
fairly common — the actual payment is made, not by 
the realisation of securities, nor even out of current 
income, but with a sum of money received from an 
insurance company. In this case, the eilects on 
saving of the actual payment, as distinct from the 
expectation of future payment, do not essentially 
differ from those of an income tax. In both cases, 
saving is only checked, in so far as the annual payments, 
whether for insurance premiums or income tax, are made 
with money which would otherwise have been saved. 
If, therefore, an inheritance tax is generally insured 
against, it checks saving less than an income tax 
yielding the same revenue. 

The preceding argument applies to an inheritance 
tax of the ordinary type, whether assessed, with or 
without graduation, on the total property passing at 
death or on individual inheritances, and assumes that 
such a tax checks to some extent the desire of persons 
accumulating wealth to work and save. But, if the 
tax were of the type proposed by the Italian economist, 
Kignano, the desire to work and save would be checked 
to a much smaller extent, il indeed it were checked at 
all. This proposal is that the tax on an inherited 
fortune should be graduated according to what one 
may call the age of the fortune, or, in other words, 
according to the number of times it has already changed 
hands by inheritance. The greater the age of the 
fortune, the heavier would be the rate of tax, la its 
simplest form this proposal would amount to a 
differentiation between what we may call a person’s 
earned wealth and his unearned wealth, or. in other 
words, between wealth which he had acquired as a 
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the desire to work and save. But we have seen, in § 4 
of this chapter, that this assumption is of doubtful 
validity. If we assume, on the other hand, that 
taxpayers’ demand for income is, on the whole, 
relatively inelastic, it wall follow that taxes on particular 
commodities, on income and on inheritances will 
stimulate the desire to work and save. Without 
pursuing in further detail the conflicting results of these 
two assumptions, we may, I think, safely conclude 
that, whatever may be the case with other taxes, an 
inheritance tax on the Rignano plan would stimulate, 
and not check, the productive energies of those affected 
by it. The practicability of such a tax should, 
therefore, be carefully considered by modern finance 
ministers. 

A possible variant of the plan, which is specially 
adapted to debt reduction and appears to present very 
few administrative difficulties, is the following. Let 
some proportion of every estate passing at death, in 
excess of a certain minimum value, be compulsorily 
exchanged for terminable annuities to be issued by the 
Treasury. These annuities might cither be terminable 
with the life of the inheritor, or, preferably, might have 
a fixed term, say, twenty years from the date of issue. 
During this period they would carry an annual income 
equal to the annual value 0/ the wealth surrendered in 
exchange for them. The (onus of wealth which would 
thus be accepted in exchange might conveniently be 
limited to public securities, oilier approved securities 
and cash The public securities would be cancelled on 
receipt ; the cash would be applied to debt reduction ; 
the approved securities would either be realised and the 
proceeds applied to debt reduction, or held and the 
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of the inviolability of '* natural channels," as preached 
by the ancients, expresses only a half-truth. We may 
say that, in the choice 0! taxes, there is a presumption 
in favour of those which cause the minimum of diversion 
oi economic resources. But this presumption is 
frequently overthrown by special arguments applicable 
to particular cases. It will, therefore, be convenient 
to begin by considering what sorts of taxes cause, in 
fact, the minimum of diversion, and go on to consider 
certain particular cases of substantial diversion 

$ IQ. As between different employments of econo- 
mic resources, taxes which have been defended on the 
ground that they cause httlc or no diversion, include 
taxes on windfalls, taxes on the site value of land, 
such taxes on monopolists as offer no inducement 
to alter output or selling price, and certain taxes 
which fall with equal weight on all uses of wealth. 
2 n general, the way in which diversion is apt to occur 
is as follows. A person who owns, or himself embodies, 
economic resources which, in their actual employment, 
are subject to tax, seeks to escape this tax by diverting 
ihtse resources to some other employment, in which 
they will either be untaxed or taxed less heavily. Such 
a diversion will be profitable to him presided tint 
the loss of income, apart from taxation, due to the 
change of employment is less than the gain through 
the payment of lower taxation Such diversion 0/ 
existing resources is often difficult, or even impossible, 
since capital and labour tend to become hxed or 
l penalised in particular employment*. But no such 
difficulty prevents the diversion to other employments 
of new resources, not yet specialised, which, bat let the 
tax. would have entered the taxed employment. In 
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practice, it Is the diversion of these new resource 
rather than 0/ existing resources, which is muc 
the more important. The British rating system, fc 
instance, imposes taxation upon houses and otic 
buildings in the form 0/ onerous rates.’ The effect is; 
diversion of capita] and labour, which would otherwist 
have been employed in the building trade, to other 
employments. The supply of houses and other 
buildings is consequently smaller than it would other- 
wise have been, and there is a presumption that the 
capital and labour, which are diverted to other 
employments, are less productive there than they 
would have been had they been employed in the 
building trade. The extent to which a given tax causes 
a diversion of resources from the taxed employment 
and a reduction in the supply of its product depends, 
as was shown in Chapter VII, upon the elasticity of 
demand for this product and upon its elasticity of 
supply. 

A tax on windfalls, falling unexpectedly, liie a 
bolt from the blue, upon accretions of wealth which 
are themselves unexpected, obviously gives no induce- 
ment to diversion. A tax on the site value of land, 
irrespective of the employment to which the land is 
put, causes no diversion, since its incidence is wholly 
upon the landowner 4 and since the supply of land is 
fixed by nature and, therefore, no restriction of supply 
is possible. A tax on a monopolist, which gives him 
no inducement to alter his output or selling price, gives 
no inducement to diversion, because, though the 
monopoly becomes less profitable than it would 
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otherwise have been, it remains more profitable 
than the employment of resources in open competi- 
tion . 11 

It has been suggested that a tax, which falls with 
equal weight upon all uses of wealth, or, in other words, 
upon all employments of resources, gives no induce- 
ment to diversion, because no diversion would be a 
source of profit. Some controversy has taken place as 
to what would constitute a perfect " non-differential '* 
tax of this kind. On the one band, it has been 
maintained that a general tax on income is non- 
differential, while, on the other, it has been argued 
that such a tax, since it taxes both income when saved 
and income subsequently derived from savings, 
differentiates against saving and gives an inducement 
to diversion from saving to spending. If the latter 
argument be sound, a perfect non-differential tar 
would be a tax on expenditure only, or, in other words, 
an income tax with an exemption for income which was 
saved. But whether, in fact, a general income tax 
causes a diversion from saving to spending depends 
upon the elasticity of the taxpayers’ demand for the 
future income to be derived from savings. If this 
elasticity is large, relatively to the elasticity of their 
demand for income for present consumption, such a 
diversion will take place ; if it is small, the diversion 
will be in the opposite direction, from spending to 
saving ; if it is of some intermediate size, there will be 
no diversion. Similarly, an expenditure tax may cause 

1 ’TUuucti pot neuMVilj tutu* prallnU* Uu Ux tm |4o> ei 1 tl 
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a diversion in either direction, or no diversion at all, 
according to the relative size ol these two elasticities. 
Without reference to this factor, it cannot bemaintained 
that either tax is perfectly " non-differential." But 
either tax, in so far as it falls only on marginal expendi- 
tures or marginal savings, regardless of their particular 
character, is evidently less differential, and tends to 
less diversion of resources, than taxes on particular 
employments of resources. For the latter fall also 
upon “Intra-marginal ” expenditure or savings. 
Similarly a general property tax, if accurately assessed, 
is comparatively " non-differential.’* 

In fact, a perfect non-di/ferential tax would not fall 
at equal rates on all uses of resources. For equal rates 
of fax would affect unequally the supply of objects of 
taxation, when these had unequal elasticities of demand 
or supply. A tax. non-differential In structure, would 
be differential in its effects, causing a diversion from 
objects of large elasticity, whether of demand or 
supply, to objects of small elasticity. Therefore, 
o ;be non-differential in its effects, a tax roust be 
Uflerential la its structure. Its rates must be nicely 
djusted to all the relevant elasticities, falling most 
easily where elasticities were smallest, least heavily 
here they were largest. But such a tax U only an 
ausurg intellectual toy, not a practically useful inslru- 
tnt. 

| IX. There is, however, a presumption In favour 
those taxes which cause a minimum of diversion. 

5 strength of tius presumption in some cases and 
weakness in others may Le shown by a f<w 
vtrations. A tax oa whisky, by dnuiwihmg Us 
>umptioa and utcrehir.g health and efficiency, assy 
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than would have been incurred if it had never been 
adopted at all. Sidgwick, in his day, said almost the 
last word on this matter, when he remarked that many 
people seem to suppose that in theory free trade is the 
best policy, but that in practice protection will not do 
much harm, and may do some good, whereas the true 
situation is the exact reverse of this ; in theory a case 
may often be made out for protection, but in practice 
it is wiser to stick to free trade. Since then the 
situation has changed. This country, having long 
stuck to free trade in an increasingly protectionist 
world, has now taken to a tariff like the rest. A return 
to unilateral free trade, either in this country or 
elsewhere, seems unlikely. More probable is the 
further development of planned international exchange 
through bilateral commercial treaties, quotas and other 
devices. These involve large diversions of trade from 
its ** natural channels " and raise many issues which 
lie outside the scope of this book. But, fundamentally, 
the prevalence of high protective tariffs in the modern 
world is to be accounted for by the great political 
power of organised interests, which, aided by certain 
elementary hut widespread confusions of thought on 
the subject of international trade and by nationalist 
sentiment in favour of economic " self-sufficiency," 
benefit by protection at the expense of the unorganised 
general public- In view of the strength of these forces 
working towards harmful diversions, it is a counsel of 
wisdom that the protection of par titular industries 
should be a source, not of public revenue, but of public 
expenditure. For in this case policy will be more 
critically watched both by finance ministers and by 
taxpayers. This points to subsidies in special cases, 
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falher than protective duties. But the discussion 0/ 
mbudiei must be postponed to Part III ol this book. 

S *2. In the List two sections we have been 
considering the diversion of economic resources from 
one employment to another. But diversion may also 
take place, as a result of taxation, from one locality 
to another, and the general presumption against 
diversions is relevant here also, as regards aggregate 
production In ail the localities concerned. Local 
diversions are specially apt to take place in compara- 
tively small communities, when persons or capital are 
driven by the pressure of taxation into neighbouring 
communities where taxation is less heavy. Thus 
differences in taxation, and also in strictness of 
assessment, as between different States in the United 
States of America, seem to have caused considerable 
movements of this kind. 

In this country the argument is often heard that 
taxation, and especially our income tax and death 
duties, “ drives capital abroad." It is true, but it is 
a very partial answer, that no taxation can drive 
abroad existing fixed capital, such as railways and 
factories. For the argument refers not to existing, 
but to future, capital goods, whose location is not yet 
decided. 

Specially heavy British taxation might cause either 
foreign or British capital to be invested abroad, which 
would otherwise have been invested here. The former 
possibility is not important, since very little foreign 
capital is invested here. As to the latter possibility, 
British income tax falls equally upon income from 
capital, whether invested in this country or abroa , 
provided that the owner resides in this country'. 
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British death duties likewise, with a few unimportant 
exceptions, fall equally upon property, whether situated 
in this country or abroad, of persons resident in this 
country. These British taxes, therefore, will only 
drive British capital abroad, if the owner is willing to 
be driven abroad along with it, or if, remaining in this 
country, he is prepared to perjure himself to the Inland 
Revenue Officials, and thinks himself less likely to be 
caught in respect of his foreign investments. Wealthy 
Englishmen, however, show no signs of emigrating 
in large numbers, and probably not very many are 
inclined to substantial perjury, particularly since the 
increasing efficiency of the tax collectors is constantly 
diminishing the chance of escaping detection. A tax 
on the site value of land has, however, these two further 
arguments in its favour, in addition to those already 
mentioned, that, since land is incapable either of 
exportation or concealment, such a tax can neither cause 
local diversions nor be evaded by dishonest taxpayers. 

Variations of local taxation within a country, such 
as Great Britain, in so far as they correspond to 
variations in the cost of rendering those local services, 
which are paid for by beneficial, as distinct from 
onerous, rates, do not necessarily lead to harmful 
diversions but may help to prevent an uneconomic 
territorial distribution of population and capital. In 
so far, however, as these two sets of variations do not 
correspond, harmful diversions tend to arise. 

They have recently arisen in a marked degree in 
connection with the problem of the ” distressed areas." 
In these areas exceptionally severe and prolonged 
unemployment has led to the continuance of exception- 
ally high onerous rates, chiefly for poor relief. The 
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head is not inevitable ; on the contrary, a stimulus to 
production is a possibility. Under the third head, 
much depends on the wise selection of taxes. Here, 
again, a check to production is not inevitable, and a 
stimulus Is possible. 

If all the proceeds of taxation were spent on waste, 
which contributed nothing to economic welfare, then 
any check to production as a result of taxation would 
be a clear economic loss. But, if the proceeds of 
taxation are wisely spent, the stimulus to production 
due to this expenditure may be far stronger than 
the check to production due to taxation. Public 
finance, viewed as a whole, would then be responsible 
for increasing production.' 

1 It has been well said that *' the whole tendency of modern 
economic reasoning is to lay less stress on the effects at this or that 
action in stimulating or checking the tnotiut for displaying this or 
that land of activity, and more stress on its effects in expanding 
or contracting the imrcts from which that activity emanates. A 
high income tax. the proceeds of which are devoted partly to debt 
redaction and partly to measures of pubbe health and education, 
may well have a beneficial effect on the sources of both savings 
and business enterprise far outweighing any discouraging effect it 
may exercise on the incentives to display those activities " (D. H. 
Robertson, Economic Journal, December, 1917, p. 380) In practice, 
effect* upon ability to work and save are likely to be much more 
important than effect* upon willingness to do these things. This 
applies to the effects, both of taxation and of public expenditure, upon 
production. (Compare Ch. XVI 1 1 ) Ability is mainly determined 
by fundamental realities ; willingness depends largely on superficial 
conventions. 
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§ 2. It has been remarked above that the measure- 
ment of the inequality of incomes raises some difficult 
problems, — incidentally this is also true of the measure- 
ment of production, — and that, until these have been 
solved, the comparative effects of different tax systems 
on inequality cannot be precisely determined. But 
certain broad conclusions readily emerge. 

A regressive tax system tends to increase the 
inequality of incomes. So does a proportional, or 
even a mildly progressive, tax system.’ But a more 
sharply progressive tax system tends to reduce 
inequality and, the sharper the progression, the stronger 
this tendency.* Considerations of distribution, there- 
fore, lead us towards the most sharply progressive tax 
system that is practicable. A rough approximation to 
such a system is that referred to in Chapter IX, $ 2 in 
our discussion'of the principle of minimum sacrifice. 
AH incomes above a certain level would be cut down 
to that level, and no incomes below that level would be 
taxed at all. From the economic, as distinct from the 
equitable, point of view, and so far as considerations of 
distribution only are concerned, this, with certain minor 
adjustments, would be taxation according to ability to 
pay. Considerations of production may make so sharp 
a progression undesirable. But the case for a marked 
degree of progression may be taken to be firmly 
established. 

It was, however, pointed out in another connection 
in the last chapter, and may be repeated here, that 

* See Ch. IX. Jj. and Note to Ch, IX. |s 

* Vet atxXher tncky problem of measurement, that of the dtgru 
t) progritntrmdii of a tax system, may be indicated, but mall not be 

E urtucd here. It U examined m the Note at the end of Uua 
haptex. 
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gemrruly regrrssve. share. as a rule, the larger a 
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he spends ca any cue such commodity. Thus taxes 
ca hvvl are generally sharply regressive. So are taxes 
ca rohrevo and the cheaper sorts of alcohol. An ad 
wire*** tax ca a commodity is less regressive than a 
specific tax. since the former differentiates to some 
extent against consumers of the more expensive 
qualities. A proportional tax on individual expenditure 
(since the ratio of expenditure to income falls as income 
increases), and a sales tax, which consists, in effect, ol 
a large number of taxes on particular commodities, are 
similarly regressive. But taxes on luxuries may be 
at least broadly, as between rich and poor. 
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British local rates, on the other hand, in so far as they 
fall on occupiers, are broadly regressive, both in 
particular rating areas and, still more, in the country 
as a whole. For the rateable value of dwelling houses 
is a diminishing proportion of income, as income 
increases, and rates in the pound are higher in poor 
than in rich districts. If a tax system, which includes 
regressive taxes, is to be progressive on the whole, it 
must contain other taxes, which are themselves 
progressive and exercise a stronger influence on the 
general character of the tax system. 

§ 4. Apart from luxury taxes, the most important 
taxes, which are easily made progressive, are income 
and inheritance taxes and general taxes on property. 

An income tax may be made progressive by means 
of a graduated scale of rates, larger incomes being 
taxed at higher rates than smaller ones. This principle 
may be applied directly, each taxpayer making a 
return of his total income and being charged on it at 
the appropriate rate. But, for administrative reasons, 
it is more convenient to apply it to a large extent 
indirectly. Thus the British income tax law imposes a 
standard rate o! tax, which is deducted from most 
taxable income before it reaches its recipient, who may, 
however, claim some repayment, if bis total income is 
less than a certain amount This is supplemented by 
an additional graduated tax, or surtax, on the larger 
incomes only, and by a system of exemptions and 
allowances specially affecting the smaller incomes. 
The tax is progressive as between different sections of 
income tax payers and thus helps to counter-balance 
the effect of regressive taxes in the tax system as a 
whole. But it is not, of course, progressive as between 
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the various sections of those who are exempted, and 
may leave the tax system regressive as regards the 
latter, though progressive over the higher ranges 
of income. Progression in the British income tax 
is also secured, to a small degree, by limiting differ- 
entiation in favour of income from work, as against 
income from property, to incomes below a certain 
level. 

A further argument in favour of such differentiation 
is that an income from property will generally yield a 
larger amount of economic welfare lhan an equal 
income from work, since against the economic welfare 
derived from the latter must be debited the disutility, 
or subjective cost, of the work itself, the need of the 
worker to live near his place of work, and his greater 
need, as compared with the property owner, to make 
provision for the future.' The income from work 
should, therefore, be taxed at a lower rate than the 
equal income from property, if each taxpayer is 
to make a proportional sacrifice of economic welfare 
and, a fortiori, if the total sacrifice of the two, corre- 
sponding to a given total tax contribution, is to be a 
minimum. 

An important question, specially arising in connec- 
tion with income tax, but relevant to the character of 
the whole tax system, is that of the allowances which 
should be made for the domestic circumstances of the 
taxpayer. Under the British income tax law, the 
incomes of a husband and wife are treated, substan- 
tially. as a single taxable income, and allowances from 
this taxable income are then given in respect of the 

1 Plimanly, because all income from work is. in the U cgmge o I 
accountancy, income Inna a was tiny (human) asset. 
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jrife and of any children under sixteen years of age. 

It is sometimes suggested that married women’s 
incomes should be taxed independently of their 
husbands’. But, if this were done, a progressive 
income tax would fall more heavily upon a married 
couple, one of whom had an income of £800 a year and 
the other nothing, than upon a married couple, each 
of whom had an income of £400 a year. And there is 
no good reason, either in equity or economy, for such 
a difference of treatment. Unless, however, the 
income tax payable by a man with a given taxable 
income and no dependants is made greater than that 
payable out of a family income of equal sue, on which 
two or more persons have to be supported, mere 
graduation of the rates of tax will not bring any 
close approach to taxation according to ability 
to pay. 

§5. It is a fundamental weakness of a sales tax . 
that it cannot make allowances for domestic circum- 
stances, and indeed that it tends to fall more heavily, 
as between taxpayers of equal income, on those who 
have the largest number of dependants. Nor is it 
possible, except by a very elaborate differentiation of 
the rates of tax on various commodities, to make a 
sales tax progressive as between different taxpayers 
of unequal incomes. It would probably be necessary, 
for this purpose, to extend the scope of the tax to 
cover the sale of personal services. And this would 
greatly increase its administrative difficulties. A 
practicable sales tax tends almost inevitably to be 
regressive. 

A progressive tax on individual expenditure might, 
indeed, be obtained by the exemption of savings from 
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graduate an inheritance tax, not only according to the 
amounts received by inheritors, but also according to 
the amounts of wealth which the latter already possess. 
Attempts were made to apply this principle alter the 
war both in Germany and in Italy, but they were 
abandoned owing to administrative difficulties. Many 
inheritance taxes are assessed on other bases. The 
British estate duty, for instance, is assessed on a 
progressive scale on the total value of the property 
passing at death, regardless of its distribution among 
inheritors, and the British legacy and succession duties 
are progressive according to the remoteness of the 
relationship of the inheritor to the deceased. Neither 
of these principles of progression necessarily leads to 
progression as between inheritors. In practice, the 
British estate duty probably does so in the majority of 
cases, since testators generally leave most of theii 
property to a few fortunate persons. But the duty 
would fall more heavily, both absolutely and pro- 
portionately, upon an estate of £50,000, to be equally 
divided among five inheritors, than upon an estate of 
£40,000 passing to a single inheritor. The legacy and 
succession duties, on the other hand, are often 
regressive on inheritors, since testators generally leave 
more to near than to distant relatives, and very little 
to persons who are not related to them. 

The conclusion is that an inheritance tax, in order 
to contribute most surely to the progressiveness of a 
tax system, should be assessed on a progressive scale 
both on individual inheritances and also, if practicable, 
on the wealth of inheritors.' A heavy inheritance tax 
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further tends slightly to reduce the inequality o 
incomes by stimulating gifts inter vivos from the old tt 
the yoortg, with the object of avoiding the tax. Bat 
this tendency is less powerful than might be supposed, 
since those who receive such gifts are generally those 
who would otherwise have inherited a little later, and 
since, when the tax is successfully avoided, the 
recipients are richer than they would have been, if 
they had had to pay it. In principle, gifts from the 
living should be taxed on the same footing as gifts 
from the dead. But here again there are adminis- 
trative difficulties, though they could probably be 
overcome. 

57. A genera! property tax may obviously be 
made progressive as between property owners by 
means of graduated rates, exemptions and allowances. 

It has been pointed out above that the capital value 0 / 
property is generally a less satisfactory basis of tax 
assessment than its annual value, or, in other words, 
than the income derived trom it. But there is some- 
times a strong case for a progressive tax on the value 
of property held by individuals. Such a case arises, 
for instance, in connection with the huge war debts 
of to-day, which, as argued below,' might with advan- 
tage be greatly reduced, if not entirely paid off, by 
means 0 / a tax 0 / this kind imposed, not annually, but 
once for all. 

It Is an argument In favour of a graduated property 
tax that it stakes, more heavily than an equally 
progressive income tax, great wealth held passively by 
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elderly people, and strikes the young and middle aged 
more lightly . 1 

In the United States taxable income is defined so as 
to include '* capital gains." i.e., any increase in the value 
of the taxpayer’s capital during the year of assessment. 
When security prices are rising, this provision increases 
the progressiveness of the tax system. But, " capital 
losses” being treated as a deduction from taxable 
income, it operates even more strongly in tire opposite 
direction, when prices fall. Thus Mr. Pierpont Morgan 
was able In 1931-33 to prove to the Federal tax- 
collectors that he had no " income." His income, in 
the ordinary sense, was still gigantic. So was the value 
of his capital, which had, however, suffered some decline 
from the high levels of previous years. 

§ 8 . The principle of progression may also be 
introduced into other taxes. A tax on land values, for 
example, may be made progressive on the total value 
of laud owned by individuals, with a minimum of 
exemption. The Australian Commonwealth land tax 
is of this type. Such a tax tends to produce a more 
equal distribution of land, though not necessarily of all 
wealth, in private ownership. For a big landowner, 
by selling half his land as measured by its value, will 
escape more than half his tax. 

On the other hand, some taxes, which at first sight 
appear progressive, are disappointing in this respect on 
a closer examination. Take, lor example, a corporation 
tax, progressive' according to the ratio of the profits 

> la general, capacity to make good nse ol income, in excess ot 
a moderate amount, rapidly diminishes aa old age sets in. I offer 
this concession to those who challenge the assumption that the 
ttlation ot Income to eieltaje a the same tor all members ol the 
community. 
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to the capital of a business. Such a tax is not 
necessarily progressive on individual incomes derived 
from businesses subject to It. For a dividend of 
5 per cent, on an investment of £5,000 in one company 
would be taxed at a lower rate than a dividend of 
10 per cent, on an investment of £1,000 in another. 
Still less is it necessarily progressive on individual 
incomes from property, for incomes, however large, 
from public securities or land would escape if, while 
incomes, however small, even below the level of income 
tax exemption, would be taxed, if derived from 
businesses subject to it-* The latter argument^ 
applies also to a corporation tax at a flat rate, 
such as the British corporation profits tax, now 
repealed. 

§9. It is sometimes claimed that a protective 
tariff might succeed, not only in increasing production, 
but also ifl improving distribution by reducing the 
inequality of incomes. Theoretically, it might do this 
in either of two ways. It might, on the one hand, tax 
imported commodities competing with those home 
industries, in which wages were comparatively high, 
and thus tend to divert production and employment 
from other industries, in which wages were lower, to 
these more favoured industries. And it might, on the 
other hand, — and for this purpose it would not always 
need to be protective — tax imported commodities 
mainly consumed by the rich, and thus not only secure 
some revenue from the latter, but also tend to substitute 
for such imports others, which would be more useful, 

* Similarly the taxation of Co-operative Societies ii objection- 
»bl«, from the point of view ol distribution, since the majority ol 
their member* are comparatively poor. 
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directly or indirectly, to the majority of the com- 
munity. 

Both these results are theoretically possible, but 
probably ol small practical importance. 11 it is desired 
to Improve distribution by taxation, more direct and 
powerful methods, such as have been referred to in 
earlier sections of this chapter, are available. 

$10. It is interesting to notice the extent to 
which the British tax system has, since the beginning 
ol the present century, become progressive This was 
well brought out by Sir Herbert Samuel's comparison 
of the distribution of the direct money burden of 
taxation in the three yean 1903-4.19:3-14 and 1916-19 • 
His estimates exclude local rates, stamp duties and 
excess profits duty, but treat as a tax the profits of the 
Post Qtlice It it assumed, to facilitate the calculation, 
that death duties are insured against by annual 
premiums, width are regarded as additional income tax 
on incomes from property,* and it is also assumed 
that all taxes on commodities ate wholly paid by 
consumers 

He shows that indirect taxes were sharjJy regressive 
in each ol the three year*, but (hat direct taxes bad 
become more and more progrevave The tax system 
as a whole shows the following evolution during this 
period 

* S<* >_» i*jx» (• (U J ef lU fir? W Swiuml SaWj, 
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In the third year regres^hS Tourid 

incomes from work up to between £2o^aHa£5oo and on 
incomes from property up 1 8 iSItw^en £150 ind £200. 
Above these points the tax to-steiiNjad '■become- con- J 
tinuously progressive on both s^rts tf.i nc<Jmera«d”tIia^ v 
scale of progression had been sw^en?8><ttr*) 
which would have seemed incrediTfr 1 hilli 1J11 l hl 1 "'*^ 


Chancellors of the Exchequer and to the economists of 
the Victorian Age. But there was no reason to suppose 
that we had reached in 1918-19 the limits of practicable 
or desirable progression. The persistent element of 
regression among the smaller incomes was largely due 
to the maintenance of taxes on food, and was a serious 
blot, from the point of view of distribution, on the tax 
system as a whole. 

§ 11. Sir Herbert Samuel’s estimates were revised 
in 1927 by the Colwyn Committee, which added similar 
estimates of its own for the years 1923-24 and 1925-26. 
These are given in the Note which follows this chapter. 

They will be seen to indicate that, as regards 
incomes from work, the rates of taxation on the smaller 
incomes, up to between £200 and £500, were increased 
between 1918-19 and 1923-24, while they were decreased 
OH the larger incomes. Between 1923-24 and 1925-26 
they were decreased over the whole range of incomes, 
but remained higher on the smaller incomes, and lower 
on the larger incomes, in 1925-26 than in 1918-19. 
The element of regression on the smaller incomes 
continued and its range actually increased, reaching in 
the two later years to incomes somewhere between 
£500 and £1,000. 

The Colwyn Committee made no estimate, as Sir 
Herbert Samuel had done, of taxation on incomes 
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the Act of 1924 was Mr. Snowden’s reduction of food 
taxes, the chief feature of that of 1925 was Mr. 
Churchill’s reduction of income tax and super-tax, 
partially balanced by his increase of the estate duty. 
The chief effect of the Act of 1924 was to reduce 
taxation on the smaller incomes, that of the Act of 1925 
to reduce it on the larger. 

The estimates of the Colwyn Committee are 
summarised in the following table.' I have already 
commented, in the last chapter, upon the main changes 
which they indicate. 

Percentages of Incomes Paid in Taxes. 

Taxpayers' 

Annual 
Income. 

i 

50 
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50,000 


Incomes wholly from work 


1903-4 
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1923.24 
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— 
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9-0 
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4-8 

4 -o 

7.9 

xi*8 

10-2 

5-3 

4'4 

10-2 
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6-1 
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16-9 

14-1 

n-o 
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49 

24-0 

179 

152 

55 

6-7 

36-6 
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5 -o 
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3i'2 

4‘9 

8-3 

47-6 
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50-6 

48*0 
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See Riport, pp. 94-3. 
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Begin, as in the Note to Chapter IX, § 4, with a 
community cor^sisting of two taxpayers only, A and B, 
of whom A has the larger income. Let the rates of 
tax falling upon their incomes be f, and t, respectively. 
Then the degree of progression of this elementary tax 
system may be conveniently measured either by 

P’mk (/,-/,). or by £«=>* r+f*' w ^ en * * s a constant. 

The second of these two formula is to be preferred, 
in accordance with the rule that relative are better 
than absolute measures of dispersion. Here again, if 
f»o, we have progression ; if f>—o, we have pro- 
portionality ; if p<o. we have regression. 

We have now to generalise this formula for a more 
populous community. Of what more general measure 
of dispersion is it a particular case? Obviously of 
several. The two simplest are the relative mean 
deviation and the relative mean difference. (The 
former, for n quantities, is the average of their devia- 
tions, all taken positively, from the arithmetic mean, 
divided by the arithmetic mean itself. The latter is 
the average of the differences, all taken positively, 
between all possible pairs selected from these k 
quantities, divided by the arithmetic mean.) 

If, then, we have n incomes, x,, x,, . . . x„ arranged 
in descending order of magnitude, and if the respective 
rates ol tax are /„ l„ . . . /_ it would seem that the 
degree of progression of the tax system may plaus.Lly be 
measured cither by the relative mean deviation, or by 

the relative mean difference, of t„ t Be tween 

these two alternative measures, there is prim* foci* 
nothing to choose. In general, though not always, 
they will corroborate each other’s evidence. 



150 


PUBLIC INCOME 


But a further condition must bo added. These 
measures are only directly applicable, if /„ I,, . . , /» 
likewise fall either into a continuously descending, ot 
into a continuously ascending, order of magnitude. In 
the former case we have continuous progression in the 
tax scale, in the latter case continuous regression.* In 
both cases a simple measure, either positive or negative, 
of the degree of progression of the tax scale as a vv Lola 
can be obtained. For regression is onfy negative 
progression. But, if the tax scale con tabu one or more 
ranges both of progression and of regression, no such 
simple measure can be applied. The progression or 
regression of each range must then be measured 
separately. 

Here again we may rest content with a *crie» of 
such separate measure* over defined range* of income, 
or we may seek to combine them in to one single measure 
tot the tax scale a* a whole. This raise* a further 
question. What formula for combination will be 
appropriate ? 

This question Invites a lengthy mathematical 
discussion, on which I shall not here embark. But 
obviously the answer depends upon the relative weight 
to be attached, in formulating a single measure, to the 
component measures for the separate range*. Ami thu 
suggests a further distinction. 

When we speak cl the degree cf progression cf a 
tax system, we may mean tuber of two ihicgt, N* 
may mean, on the one ha ui, the degree ol p rcgresJ*-/* 
cl the Us ujlt Hu!/, regard!*** ot the dlatilbutluO ol 
incur-e* ab-rg the scale. Or. ca the ether LacJ, *• 

* AjU. a a ~ - ~ *» •* **»• «»»*-*"■* 
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may mean the degree of progression of. the incidence 
of the tax scale, taking account of the distribution of 
incomes along it. This distinction is a particular case 
of that between an unweighted and a weighted index- 
number. Evidently the second meaning is the more 
significant, for parts of the tax scale will be more 
densely populated by taxpayers than other parts, and 
some parts may be wholly unpopulated, so that the 
scale is, to that extent, inoperative and merely 
hypothetical. But evidently, also, the first meaning is 
often the only one which it is practicable to adopt, 
owing to inadequate knowledge of the distribution of 
taxable incomes. 

If x,, x„ . . . x B are actual individual incomes, our 
measure of progression bears the second meaning ; if 
they are only representative income levels, it bears the 
first. In fact, the enquiries of Sir Herbert Samuel 
and the Colwyn Committee do not reach beyond 
representative income levels ; they take no account of 
the number of dwellers at each level. Provisionally, 
therefore, we will accept this first meaning of pro- 
gression. 

§ 3. A few easy sums in arithmetic will illustrate 
concretely the preceding argument. Take the five 
tax scales of the Colwyn Committee set out above, 
affecting mixed incomes, half from work and half 
from property, and calculate the corresponding 
measures of regression and progression. Let the 
measure applied be the relative mean deviation. 

The first scale, for 1903-4, divides into no fewer than 
four ranges, regressive below £150, progressive between 
£150 and £1,000, regressive between £1,000 and £2,000, 
progressive above £2,000. The measures ol progression 
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+•40. +‘ 3 2 and +*35. The first scale, that of 
1 903-4, is, however, regressive on balance, its measure 
of progression being — -13. If, on the other hand, we 
aim at combination on a properly " weighted " basis, 
how shall we weight? The fact that many more 
individual incomes fall within the regressive, than within 
the progressive, range points to a heavier weight for 
the former. The fact that much more taxation is 
collected within the progressive Tange points in the 
opposite direction. 

§4. The problem suggested by such conflicting 
claims admits of more than one solution, according to 
the shade of meaning which we choose to assign to the 
word "progressive." But there is one particular 
shade of meaning, which itself suggests another line of 
approach to the general conception of the degree of 
progression of a tax scale as a whole. Since the interest 
of this conception is purely distributional, it is not 
unreasonable to measure the intensity of progression 
directly, by its effect on distribution, that is to say by 
its effect on the inequality of incomes. The degree of 
progression of a tax system might then be measured by 
some such formula as 

P=S-f+k. 

where 3 is the inequality of incomes before, and S’ 
the inequality of net incomes after, tbe payment of 
taxation, and A is a positive constant, so chosen as to 
allow for the fact that inequality is increased, not only 
by regression and proportionality, but even by the 
milder degrees of progression.’ Inequality, in other 
words, will only be diminished, if p is positive and 
greater than k, 

• Sm Note tu a, IX, Is 
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SOME OTHER EFFECTS OF TAXATION 

§ i. To complete our study of the economic effects 
of taxation, there is a little more to say. 

Connected with effects on production are con- 
siderations of the cost of collection of taxes. For 
unnecessarily liigb cost of collection involves a waste 
of labour and materials, which is equivalent to a 
diminution of production. Other things being equal, 
the best tax system is that in which the cost of 
collection, in proportion to the revenue collected, is a 
minimum.' 

As a rule, the cost of collecting a tax on a commodity 
is the same, per unit of commodity, whether the rate of 
tax is high or low.* Provided, therefore, that the rate of 
tax is not so high, as to reduce the revenue yield below 
the maximum, the cost of collection, in proportion to 
the revenue yield, is less for a heavy tax than for a 
light one. Tbis is an argument for a small number of 
fairly heavy taxes on commodities rather than a Urge 
number of lighter ones. Again, cost of collection is 

1 Oct of tile bcautir* of raisuif urtDQi by currency inflrlioa, 
«)uda is diacuased in Ch. XV, li Uiat Ultra it prat ti call y oo cost o! 
collection. *li» cent of pnelinf even ray Ur(t sitpplin of paper 
money bejnj quite s m e ll 

» b'Ue** tii* r»t« of ta* it to lu(h at trriouJy to luaulili 
attempt! at even on Tim* bi(b Import Junta (nay encourage 
attempt* at Mnuct'anj. the prevention of » bub »iU be as cipttHii 
mattes Tba lacrcasiof on of airmail la tit* future i* likely to 
facilitate antujtlitx especially of commojitic* a bos* bulk u small 
la l<n))orl»i to Uinr ealua 
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generally greater for ad valorem than for specific duties, 
and specially heavy for elaborate duties, which 
differentiate between commodities from different 
sources of supply. 

Similarly, as a rule, the cost of collecting an incorar 
tax, or an inheritance tax, at a flat rate is the same 
per taxpayer, whether the rate of tax is high or loir, 
It is, therefore, cheaper to collect a given revenue at a 
high flat rate from a small number of taxpayers than 
at a low flat rate from a larger number. In practice, 
an additional cost of collection is involved in the 
administration of exemptions, allowances and graduated 
rates and in the taxation of small incomes. An income 
tax on small incomes from wages must either bo paid 
in one or two annual payments, which inflict great 
hardship on the taxpayer and are difficult to assess 
owing to weekly variations in wages, or in a larger 
number of instalments during the year, an arrangement 
which greatly increases the cost and trouble of 
collection, while not altogether avoiding the difficulty 
of wage variations. Probably the cheapest way to 
collect an income tax on wages would be to require 
employers to deduct the tax weekly in tho same way 
as they now deduct the workers* contributions utuief 
the Health and Unemployment Insurance Acts. But 
even under such a system the cost of collection, iucluJ* 
mg checking and supervision, in proportion to the 
revenue collected, would be large. British experience 
shows that, in proportion to the revenue collected, cost 
of collection is smaller for income and inheritance tales 
on the relatively rich than for taxes on commodity**, 
and smaller for the latter than for income tax on tbs 
relatively poor. Income tax on wages, based to 
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Tlie British method of collecting a large part 
the income tax at the source is cheap and efficient a 
makes evasion difficult. It is capable of furtl 
extension in this country and other govemmen 
which have been less successful in checking evasio 
would be wise to adopt it. 

§2. It is also important to keep the cost < 
collection to the persons from whom the taxes ai 
collected as low as possible. The olive growers i 
Turkey, who were legally forbidden to dispose of thei 
olives, even though these should go bad througl 
keeping, until the tax collector had called and countec 
them, would have appreciated this precept. Even ii 
Western countries taxpayers are often subjected tc 
needless trouble in filling up a Dumber of different 
forms, where one would be sufficient, and in replying 
to the demands of a number of different tax collectors, 
whose activities are not properly co-ordinated. It has 
been said that, just as a prudent man visits his dentist 
once a year, so a prudent and honest taxpayer should 
pay an annual visit to his Surveyor of Taxes, so that 
his affairs shall be kept in good order with a minimum 
of inconvenience. Again, some taxes necessarily 
involve much cost and trouble to those from whom 
they are collected, even though the latter may be able 
to pass the tax on to others. So far as it goes, this is 
an argument against such taxes. An example is the 
Italian tax on visitors' hotel bills, which compels hotel 
keepers to keep meticulously careful accounts in 
duplicate, on prescribed forms, for every visitor, to 
plaster these with stamps, to make periodical returns 
and to submit their books to frequent and prolonged 
examination by inspectors. The cost of collection of 
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this tax to tbc I Lilian Treasury rami also be consider- 
able- 

J j. The effects ol taxation upon the steadiness of 
employment are often misunderstood. It it romelimes 
suggested that taxation, especially of the rich, increases 
unemployment. But many ol those, u ho enter tain this 
idea, sceni to suppose that the money collected in 
taxation it put into a stocking or thrown into the tea. 
In (act, of course, it is spent by the public authorities 
concerned. A transfer of purchasing power takes place 
from the taxpayer to the public authority, and there- 
with a transfer of the power to " give employment." 
As a result of this transfer, there may be a change in 
the character, but there is not likely to be any 
appreciable change in the total volume, of the demand 
for labour. Taxation, therefore, considered jointly 
with the corresponding public expenditure, ha* no 
general tendency to cause unemployment. There Is. 
indeed, a possibility that large and sudden changes in 
taxation may increase unemployment, tlirough large 
and sudden displacements of labour. But this applies 
equally to taxation of the poor and taxation of the rich. 
Further, it applies to large reductions, no less than to 
large increases, in taxation. 

Certain taxes, however, tend, by their very nature, 
to diminish employment An obvious example is a tax 
imposed on employers, in proportion to the number of 
workers they employ, a common feature in the finance 
of ■' contributory ” social insurance. For this is simply 
a tax on employment. Similarly, any tax imposed on 
employers, regardless of the amount of business they 
may be doing, or of the amount of profit or loss they 
may be making, tends to diminish employment in 
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would be equivalent to a reduction of wages, though 
wages would not, in fact, be reduced. There would be 
an increase in profits and a saving, both to the Budget 
and the Insurance Fund, on unemployment relief. 
The effect on unemployment of a given subsidy would 
depend on the elasticity of demand for labour. With 
ten million -working and two million unemployed, — 
approximately the situation in this country in 1935, — 
a relief to employers equivalent to a 10 per cent, 
reduction in wages would absorb one million unemployed 
if this elasticity was equal to one, and the whole two 
million if it was equal to two. Owing to the lack 
of mobility, both geographical and occupational, of 
many of the unemployed, this ingenious plan, though 
it might greatly reduce, could not, in fact, within 
the limits of practical possibilities, abolish unemploy- 
ment. 

Unemployment, within the institutional framework 
of capitalism, is not so ample nor so static a problem as 
this line of approach suggests. It is. in part, a con- 
sequence of fluctuation in new investment and in 
other forms of economic activity. But it can be much 
diminished by wise public action, including wise public 
expenditure, as will be argued later in Chapter XX. 

§ 4. The habit of concentrating attention on the 
effects of taxation, to the complete exclusion of the 
effects of the corresponding public expenditure, has led 
many eminent persons into error. 

Thus Mr. McKenna, speaking with the double 
authority of a Bank Chairman and an ex -Chan cellar of 
the Exchequer, once estimated the " taxable capacity ’* 
of the country on the assumption that no money, which 
is taken in taxation, is available for investment In 
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poorer, while, in the latter case, no such one-sided 
export is caused and the community is not necessarily 
any poorer, but may even be richer, if its public finance 
is wisely conducted. 



Note to Chapter XII 


§>jr “Taxable capacity" is a common phrase, 
but a dim and confused conception. The purpose of 
this Note is more closely to examine this conception, 
which has already flitted across the stage of our 
discussion in Chapter II, § 4, and Chapter XII, § 4. 
We shall notice in the course of our examination Sir 
Josiah Stamp’s remarks in Chapter IV of his Wealth 
and Taxable Capacity , the paper on Taxable Capacity 
and the Burden 0] Taxation and Public Debt, read by 
Mr. Findlay Shirras to the Royal Statistical Society in 
1925 (published, with the subsequent discussion, in the 
Journal oj the Royal Statistical Society, July, 1925), and 
the Report of a Committee oi the British Association, 
published in 1921, on the Effects of the War on Credit, 
Currency, Finance and Foreign Exchanges. This last 
report is, in fact, not a report at all, but a symposium, 
containing the conflicting answers of a number of 
economists and Others to the questions,- vHow is the 
taxable capacity of a nation ascertained ? Has it been 
reached and passed, as Mr. McKenna suggests, in the 
case of Great Britain ? " 

>^We may begin by distinguishing two possible 
senses in which the phrase may be used : (i)"the 
absolute taxable capacity of a single community, and 
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practical wisdom lies somewhere between these two 
extremes, but it is not evident that this path can be 
illuminated by any more precise definition of this 
elusive conception. 

If wc go back to first principles, we may define the 
unpleasant effects of " exceeding taxable capacity ’’ 
merely as a diminution of economic welfare. But, as 
was pointed out in Chapter II. § 4, it is fnule to look 
only at taxation and to ignore the corresponding public 
expenditure, or to assume that this expenditure brings 
no benefit to anyone, but represents simply a sub* 
traction from wealth, which is destroyed or thrown 
into the sea. Yet this seems to be the view of Mr, 
McKenna in the speech which has already been quoted, 
for otherwise it is impossible to make any sense of bis 
remarks. Sir Josi&h Stamp, commenting upon this 
speech, says that Mr. McKenna was " doubtless fully 
alive to ” other considerations, but ” it would be quite 
unfair to expect, in an after-dinner statement, on a bot 
evening in June, any exact review of all the issues 
involved.’'* This is a good example of the polite art 
of charitable interpretation I 

How much public expenditure we can “ afford,” 
and hence how much taxation we can advantageously 
pay. obviously depends upon the character of the 
public expenditure. Further, the character of the 
public expenditure bcmg given, we could, pci haps, 
" afford " it, if the taxation was raised in one way. but 
not it it waa raised in another For the effects of 
tax -systems, on production, on distribution and in 
other directions, vary, and the gain from a given 
expenditure might be greater than the loss from one 

* Hu*! fuiU My. p- 11 J- 
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employment. Sir Hilton Young answered : " Directly, 
by a census of production only • indirectly, according 
to the fancy of the payer, as to what he likes to call a 
fair measure of it." The second part of this answer, 
which indicates a certain scepticism, is better than the 
first, which seems to suggest that excessive taxation is 
the only possible cause of a decline in production, and 
that, so long as production is not declining, taxation 
cannot be excessive. Mr. Mason thought that the 
limit was passed when taxation " affects production 
unduly.” But what is " unduly ” ? Mr. Hoare 
thought that " taxable capacity can only be ascertained 
by experimenting with taxes." But how are the 
experiments to be conducted, and in what form are 
their results expected to appear? Sir Drummond 
Fraser exclaims that " the taxable capacity of a nation 
is surely reached when taxpayers are forced to borrow 
from the banks to pay their taxes." But what about 
those taxpayers who have no banking accounts ? On 
this criterion, there would be no limit to the taxable 
capacity of most wage-earners. The British Associa- 
tion was not very successful, on this occasion, in the 
pursuit cither of truth or of general agreement 

I tum to Sir Josiah Stamp's discussion. The first 
approximation, he dunks, to taxable capacity is total 
production minus the amount required to maintain the 
population at subsistence level. But he points out 
that, if all tills margin were taken away, for example 
from Germany fox the payment of reparations, future 
production and. hence, future taxable capacity accord- 
ing to his definition, would be diminished.’ This is 
certainly true. He then argues that taxable capacity 
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depends also on distribution and will be greater, the 
greater the inequality of incomes. For this argument 
I can find no justification. If total production and 
population are given, and if subsistence level is fixed, 
and if none are below it. distribution is irrelevant to 
taxable capacity as defined above. But on the next 
page Sir Josiah defines it differently, as the margin of 
total production over total consumption. Thij means 
that taxable capacity is measured by the amount of 
saving, and cannot be exceeded so long as any siring 
at all is taking place. On this criterion, taxable 
capacity has very seldom been exceeded in any 
community. Then, shifting his ground again, he 
considers the effects of taxation on work and saving 
and finds two alternative " limits to taxable rapacity ” 
in (r) the check to total production, and (2) the check 
to the total revenue yield, as a result of increasing 
taxation. Finally he gives five good reasons why the 
" limit of taxable capacity *’ is not an absolute or fixed 
amount. This last conclus on is admirable, but it seems 
to make nonsense of nearly everything which precedes it. 

I turn next to Mr. Shirras* paper, which was highly 
praised by several speakers when it was read before the 
Royal Statistical Society. But there is grave confusion 
throughout this paper between relative and absolute 
taxable capacity, and a mass of statistics is introduced, 
dealing with production, distribution, debt and taxation 
in various countries, which is mere miscellaneous 
second-hand iolormation, with no direct bearing on 
what purports to be the central argument '* Tixabk 
capacity." says Mr. Shirras dogmatically, " is the total 
surplus of production over the minimum consumptMio 
required to produce that volume of production, the 
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standard of living remaining unchanged.'' But of what 
practical use is this definition? It has the same 
weaknesses as those of Sir Josiah Stamp. And why 
should the existing standard of living be assumed to be 
unchanged ? This assumption, indeed, does not endure 
very long, for Mr. Shirras, like Sir Josiah Stamp, hops 
gaily from one definition to another on successive pages 
With reduced consumption, he thinks, “ people could, 
without living a really down-trodden life, 'exist ” on 
about three-quarters of their present food and clothing 
in Great Britain, and on about two- thirds in the United 
States. We must, however. " define taxable capacity 
as implying that the standard of living should not be 
lowered to any serious extent," and that we must not 
*' dislocate industry." But what does " dislocate ’’ 
mean ? Such catastrophic terms are inapplicable to 
most phases ol public finance. Then follows, as in 
Sir Josiah Stamp’s treatment, a series of ruinous 
admissions. Taxable capacity, says Mr. Shirras, varies 
according to the nature of tax-systems, according to 
“ the stability of income," according to " the nature 
of the expenditure for which the taxation was raised," 
according to the distribution of wealth, according to 
taxpayers’ willingness to pay, and so forth. What 
residue is left at the end of all this ? Nothing but a 
slipshod muddle. But the muddle, though it might 
have been less slipshod, is inherent in all such elaborate 
enquiries into the absolute taxable capacity of a 
community. The thing is an illusion. Cannan’s 
** Nohow ” is the last word. 

§ 4. Relative taxable capacity, on the other hand, 
may be given an intelligible meaning. Principles, as we 
have seen, may be laid down to govern the distribution 


*70 


PUBLIC INCOME 


of a given burden between two or more perso; 
according to some criterion of "ability to pay 
Similar principles may be applied to two or mo 
communities sliaring a common expenditure. " Abili 
to pay" may, if we choose, be renamed "taxal 
capacity,” but the substance of the problem remai 
unchanged. If the common expenditure increases, t 
proportions paid by the richer contributors shoi 
increase and those paid by the poorer should dimini 
Conversely, if the common expenditure diminish 
And so forth. Examples of this general problem 
furnished by the financial relations between Gri 
Britain and Ireland, before the birth of the Irish F, 
State, and between Great Britain and Northern Zrels 
ai ter this even t. Likewise, the problem of distribut 
the cost of the League of Nations between the Mem 
States, though in this case the cost is so trivial t 
States have been known to take offence at a proposa 
diminish their relative contribution, which tJ 
regarded as a measure of their international unportai 
Problems of Reparations and Inter-Allied Debts 
into the same broad category, though they pres 
special features.' In particular, there are str 
disharmonies between the interests of different o 
munities and further disharmonies between homed 
and more remote interests. Thus one type of sel 
ment may benefit Germany more than France, or 
United States more than Great Britain. Again, 
type of settlement may secure larger transfer: 
wealth from debtors to creditors over a short pe 
than another type, but smaller total transfers ov 
long period. 

> s» Ch. XXV. 
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|S. It is important, however, to recognise that 
there is no logical connection between relative and 
absolute taxable capacity. A community may be 
contributing, in excess of its relative taxable capacity, 
towards some common expenditure with other com- 
munities. Dut it does not follow that its absolute 
taxable capacity, according to any of the definitions 
which we have examined, is being exceeded. Similarly, 
its absolute taxable capacity, according to some 
definition or other, may be exceeded, but it does not 
follow that its relative taxable capacity is being 
exceeded in any of its common expenditures with other 
communities. My general conclusion is that relative 
taxable capacity is a reality, which can, however, be 
equally well expressed in other terms, while absolute 
taxable capacity is a myth, which is apt to engender 
grave errors. In the interests of clear thinking, it 
would be well that the phrase " taxable capacity " 
should be banished from all serious discussions of 
public finance. 
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We axe rather drawn towards the doctrine of minimum 
sacrifice, with its widespread exemptions tor the poorer 
sections of the community, and steep progression /or 
the richer. But this doctrine, as we have seen, must 
be interpreted more broadly by economy than by 
equity, so as to mean minimum sacrifice in the long 
run, when ail economic effects, including effects on 
production, are taken into account. And this is much 
the same thing as maximum social advantage on a long 
view, so that we come back again to the general principle 
from which we started. It cannot be claimed that the 
last three chapters have amplified the principle itself, 
for its very simplicity and comprehensiveness make 
this impossible. But they should have thrown light 
upon its practical application. 
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Chapter XIV 


INCOME FROM PUBLIC PROPERTY AND 
PUBLIC ENTERPRISES 

§i. All public authorities, in varying degrees, 
own property and conduct economic enterprises. Net 
money income derived by a public authority from its, 
property or enterprises is an addition tb its net income, 
and the receipt of such income makes marginal taxation 
less, and marginal expenditure more, desirable than 
would otherwise be the case. Thus the receipt of such 
income justifies a public authority in taxing rather less 
and spending rather more than it should otherwise do. 
Often, however, a public authority's property and 
enterprises are burdened by debts to private persons 
incurred in respect of their acquisition or development. 
In such cases debt charges, both for interest and 
sinking fund, must be deducted from receipts, before 
the public authority's net money income from these 
sources can be estimated. 

§ 2. Political considerations require that public 
authorities should undertake certain functions, which 
necessitate the ownership of property and the conduct 
of enterprises. The ownership of its armaments and 
the enterprise of maintaining and training its armed 
forces and, to some extent at least, of actually producing 
armaments, are obvious examples. But a public 
authority cannot hope to obtain any net money income 
from the performance of these functions. Again, the 
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enterprise of issuing legal tender money, sometimes, as 
will be explained in the next chapter, an important 
source of income to a public authority, is governed 
partly by political and partly by economic considera- 
tions. 

But it is predominantly the latter, which in most 
cases bear upon the desirability of a public authority 
owning property and conducting enterprises. We have 
here to consider the effects of such arrangements upon 
production and distribution. 

1 3 . Mere passive ownership by a public authority, 
as compared with passive private ownership, will 
generally not much affect production. If the terms ol 
his tenancy are the same, it mates no substantial 
difference to a tenant whether his landlord is a public 
authority or a private person. In some cases it may 
be argued that the development of natural resources 
would have been more effective, and productive 
methods less wasteful, under public than under private 
ownership, especially when the latter is much sub- 
divided among proprietors, whose co-operation is 
essential to efficient production, but in practice is not 
forthcoming. Passivity may degenerate into stupid 
obstruction. As regards private ownership of minerals 
this argument has been forcibly presented before 
successive Commissions of Enquiry into the British 
Coal Industry. And, as regards the private ownership 
of land, it is one ol the principal defences of the Town 
and Country Planning Act and similar legislation, not 
only that the individual self-interest of private owners 
is often in conflict with the public interest, but that, 
even in its own field, it is often short-sighted and 
sluggish, fa other cases it may be maintained that 
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private, rather than public, ownership gives the greater 
stimulus to development. 

Active ownership, on the other hand, which soon 
merges into actual conduct of enterprises by a public 
authority, may have very great effects on production. 
A public authority may be either more or less efficient 
in the present than a private individual or corporation ; 
it may make better or worse provision for the future ; 
it may make greater or less use of monopoly power to 
restrict output and raise prices. To discuss this 
question further here would involve too lengthy a 
digression. It would be necessary to consider various 
devices, such as semi-independent public boards, by 
means of which public authorities can organise 
production, and also the principles and methods of 
planning and co-ordinating a wide range of public 
enterprises in a Socialist or serai-Socialist state. 1 

§4 As regards effects on distribution, public 
ownership of property, provided that the latter is free, 
or at least partly free, from private mortgage, will 
generally be better than private ownership. For, the 
larger the proportion of property which is publicly 
owned in any community, the less unequal is 
distribution likely to be.* The reason for this is that 
the benefits from public property are likely to be more 
equally distributed than the benefits from private 
property. The same argument favours the conduct of 
enterprises by public authorities. But effects on 
distribution are partly dependent on the price policy 
which a public authority pursues. 


' See. however, my practical Socialism for Britain, Parts III 
its. pp. 276-8, and my P tactics 
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5 5. The most appropriate price policy will vary 
with circumstances. Payment may be made for 
services rendered by a public authority according to 
any of three alternative principles, or according to 
various combinations of these. 

Payment may be made, in the first place, out 0/ 
general taxation, collected from individuals without 
reference to the cost of the service rendered to them. 
This is the principle adopted as regards the cost of the 
military forces, the civil service, free education and 
poor relief. \Ve may call it the general taxation 
principle. 

Payment may be made, in the second place, by 
compulsory charges, collected from individuals in 
proportion to the cost of the services rendered, or 
presumed to be rendered, to them. This is the principle 
usually adopted as regards the supply of water by local 
authorities, as regards the cost of road repair, in so far 
as it is debited to owners of motor vehicles by means of 
a tax based on their weight or horse-power, and as 
regards such services as street cleaning and dust 
collection, paid for out of local rates. Wo may call It 
the compulsory cost of service principle. 

Payment may be made, in the third place, by 
voluntary purchases by individuals at prices fixed by 
the public authority. This is the principle usually 
adopted as regards the cost of poslai services and 
publicly operated transport agencies. We may call it 
the voluntary price principle. 

j 6. In this third case the further question arise* 
whether prices should be so fixed, a* to result in a profit 
or a loss to the public authorities, and, in either case, 
bow much. Where a price is charged, but a Uat 11 
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incurred and made good out of general taxation, we 
have a combination of the voluntary price principle 
and the general taxation principle. 

Taking, first, passive ownership of property by a 
public authority, no appreciable public costs being 
involved, it is reasonable, as a general rule, to make the 
same charges to private users of such prop'erty as a 
private proprietor, not possessed of monopoly power, 
would make. There is, for instance, no general reason 
for making a gift of any of the economic rent of publicly 
owned land to the tenants for the time being. 1 

Turning to the conduct of public enterprises, or in 
other words to the supply of services which involve 
the public authority in appreciable costs, three cases 
may be distinguished. 

Where considerations of social advantage do not 
require that the services in question should be either 
specially stimulated or specially discouraged, these 
should be supplied at a price which will agree, as closely 
as possible, with that charged for similar services by 
private traders without monopoly power. Thus 
surplus stores, or timber from publicly owned forests, 
should as a rule be sold on the open market at competi- 
tive prices, though excessive fluctuations in such prices 
may properly be eliminated by appropriate marketing 
arrangements. Unless management is very inefficient 
or unless prices are falling rapidly, such competitive 
prices should at least cover cost. They may also prove 
a useful weapon for restraining the power of private 
monopolists to keep prices unduly high. 

* Though m Canada much public land was handed over fire 
to settlers, as an inducement to, and on condition of, its speedy 
development. 
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explains, for example, the free use of roads, turnpike 
gates being inconvenient, and the free postage allowed 
to the British army during the war, where the practical 
difficulty of selling stamps in the trenches reinforced 
sentimental considerations. In all such cases of free 
supply the voluntary price principle disappears and the 
general taxation principle takes its place. 

The general effect upon distribution of these 
alternative methods of securing payment, according to 
the voluntary price principle, for services supplied by a 
public authority is fairly dear. If a service is supplied 
at a loss, those persons benefit who make most use ol 
it ; if it is supplied at a large profit, based on high prices, 
those persons lose who make most use of it. Thus the 
supply of a particular service at a loss will make for a 
more equal distribution, if it is chiefly used by the 
poor than if it is chiefly used by the rich.* And the 
reverse is true of a service supplied at a large profit. 
Distribution may also be slightly affected, if the same 
service or commodity is supplied at different prices tc 
different persons according to their wealth. But price 
discrimination of this kind » not often practicable. 

§7. As between the general taxation prindple, 
the compulsory cost of service prindple and the 
voluntary price prindple, the choice often depends, 
as has already been pointed out, largely upon practical 
convenience. But there are some cases in which, the 
voluntary price principle being ruled out as toe 
inconvenient, the compulsory cost of service principle 
is preferable to the general taxation principle, from th< 

1 Obviously also, in considering the effect upon distribution o. 
supplying a service at a loss, account mnst bo taken of the genera 
character of the tax system, which will make good the loss 
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point of view ol ejects on production. An example 
the cost of road repair, in so far as this is necessitated by 
damage done to road surfaces by motor vehicles, or the 
cost of new road construction, or road widening, 
necessitated by the excessive congestion of traffic on 
existing roads. If such costs are wholly covered by 
general taxation, there will be a tendency 1 " 
excessive diversion of economic resources from otner 
channels into the development of motor rood 
which will, in effect, be receiving a large j™} 

the general taxpayer and, incidentally, fro 
transport agencies. For reasons disced in Chapter 
X. § 9, there is a presumption that such a due 
reduce production, and there is, therefore, a aseta 
a special tax on motor vehicles, sufficient ^ 

least part of the special costs which they 
otherwise occasion to the public, “" '‘ "u,, 

hand, this presumption is weakened by the 
better transport facilities bnng many indirect soci 

ea ’§ S 8. Returning to public property and 
as a source of public income, we may ''P tll | ha^‘ 
income is of two kinds, tot, the eqiuvnknt of daaUon, 
where a public authority deliberatdy , 0 f 

prices for its services and, serond. '1“ u , 
profits from oidinary competitive P"“* Jtr 

private proprietor or busmen, firm “f ^ 

competitive conditions, for the use o p P the 
supply of services. A large public serious 

second kind is easily obtainable, without any 
risk of economic loss to the corrununityn yP 
authorities whu* retain the 
other natural resources and, subject if aecemiy 
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private leases, of land, both agricultural and urban. 
If such obvious opportunities, not to speak of others 
which are more debateable, had been taken in the past, 
modern communities would be able both to spend more 
freely on desirable public objects, and to escape part of 
their preseat'heavy burden of taxation. 


Chaptzs XV 


INCOME FROM THE PUBLIC PRINTING PRESS 

f i. A special form of enterprise, which nn be 
made to yield a large income to a public authority, 
u the use of the printing press to manufacture legal 
tender paper money. The printing press may be used 
for this purpose either directly or indirectly ; directly 
when a public authority pays its creditors with new 
paper money specially printed for the purpose; 
indirectly when a public authority pays its creditors, 
out of loans to itself from the central bank and issues 
new paper money to the bank, in exchange fora deposit 
of securities, in order, as it is sometimes put, " to 
support the additional credit thus created,” or in other 
words, in order to save the bank from having to face 
the alternatives of raising its rates of interest to 
inconvenient heights or seeing its reserves dangerously . 
depleted. ' For, if the bank were not thus protected, •' 
it would be unwilling to furnish the public authority 
with loans on the scale required. The indirect method 
was employed in this country between 1914 and 1921, 
and both methods have been freely employed, during 
and since the war, on the continent of Europe. There 
is no essential difference.between the economic effects 
of the two methods, except that the indirect method, 
besides mystifying simple min ds, involves the public 
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authority in the additional expense of paying interest 
on its loans from the bank. 

If, therefore, either method is to be adopted, the 
direct method is to be preferred on the ground both of 
economy and of intelligibility to the public. 

§ 2. But either method, if used to excess, causes 
an undesirable currency inflation. As to the measure 
of excess, and even as to the proper definitions of 
" inflation ” and " deflation," there is much dispute 
among economists. These disputes are bound up with 
controversies over monetary policy. Is a gold standard 
currency or some alternative form of managed currency 
preferable ? Is it better that the internal price level 
should remain stable, or that, with increasing pro- 
ductivity, it should fall, or that it should rise ? These 
controversies lie outside the field oi public finance, 
though they have repercussions within that field. But 
if the printing press is so freely used as to cause a 
substantial fall in the purchasing power of money, this 
result, at least, may properly be called inflation. The 
purchasing power of any country's money has two 
aspects, internal and external. A fall in internal 
purchasing power means a rise in the internal price 
level. A fall in external purchasing power means a 
movement, adverse to the country in question, in the 
rates of foreign exchange with all those countries which 
are either abstaining from inflation, or indulging in it 
only In a more moderate degree. Such movements in 
prices and exchange rates, on a large scale and pre- 
dominantly due to inflation, were the sensational 
commonplaces of economic experience in Europe in the 
early post-war years. Then Europe seemed to have 
ci*'erged from this chaos and to have entered upon a 
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recipients of fixed money incomes.* On balance, 
inflation is likely to increase the inequality of incomes 
and to operate, on the whole, not as a proportional, 
but as a regressive tax, supplemented by a subsidy to 
badness men, ordinary shareholders and many classes 
of speculators. On the other hand, in so far as great 
fortunes are held predominantly in forms yielding fixed 
money incomes, inflation eats them away. But, on 
the whole, from the point of view of distribution, it is 
a bad means 0! raising revenue. 

§4. The effect of inflation upon production is 
sometimes thought to be stimulating, since business 
men arc encouraged by unwonted gains to undertake 
new enterprises. But, as recent economic history 
shows, this is only a temporary and unhealthy stimulus, 
carrying within itself the seeds of subsequent severe 
relapse. In a world of super-men, coolly and accurately 
calculating the future, this would not be so. But 
most of the business men of reality are not of this kind. 
Doped by artificial prosperity, they become first light- 
hearted and then light-headed, miscalculate prospects, 
misdirect resources, and launch enterprises which are 
economically unsound. The mere cessation, sometimes 

* Writing In July. 191a, Mi Keyne* estimated Out, u regard* 
" medium fortune* '’inverted in cilt-edfied securities. " lie monetary 
eventi which have accompanied and have followed the war have 
taken from them about one-half of their real value in England, 

aii-scventha In France, eleven- twelfth! in Italy, and ninety -mno- 

bundridlh* In Germany. Thi» it apart from the increased burden 
of taxation ** (Af tmktiUr Cuardua, Cmaurnal Rtcetulruaien ie 
Evrcfa, Section Five, jv jta\ In particular, an internal public 
debt, bearing a tied rate of interest, is gradually wiped out by 
cootinuou! inflation. It ii a nice point of dialectics, whether or 
not Uni proceai amount! to " repudiation." See Ch. XXI II. J 1 
11 may be added that, la ao far as drp recta tin* paper u bought 
and held by foreign era. the Utter contribute to the revenue of the 
public authority which ii practising inflation. 
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high rates of interest to attract an adequate supply of 
new savings. The comparative acquiescence of public 
opinion in taxation by inflation is a measure of public 
ignorance of economic principles and of the inability of 
wage-earners, and still more of the recipients of fixed 
money incomes, to safeguard their economic interests.' 

Further, even from the point of view of raising 
revenue, the yield of inflation, if pushed beyond a 
certain point, rapidly dries up. For, as has already 
been pointed out, not only does the value of paper 
currency fall as its supply increases, but, after a certain 
point, when the flight from the currency begins and 
becomes gradually more and more precipitate, the value 
per unit falls much faster than the supply increases. 
Hence, in order to obtain from inflation a given 
purchasing power, or “ command of real resources," a 
government must work the printing press ever faster 
and faster, and, by this very process, accelerates the 
flight, the effects of which it is seeking to counteract. 

§ 6. Deflation cannot be, like inflation, a source of 
public revenue. It leads, indeed, to a shrinkage of 
public revenue, and so tends to unbalance the budget. 
Its effects upon production are most adverse. For 
rapidly falling prices, combined with the increasing 
pressure of fixed money charges, bring losses and even 
ruin to producers, and thus not only check production 
but lay resources, both human and material, idle. 

The effects of deflation on distribution do not merely 
cancel out those of inflation, though they tend to enrich 

1 Thus persons, who would certainly vote against a government 
which added one shilling in the pound to their income tax, have 
been lound to tolerate a government which, by doubling the pnee 
level through inflation, has, in effect, imposed upon them an 
additional income tax of ten shillings m the pound 1 
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currency note issue. And any government, which 
reduces the value of its currency in terms of gold, may 
properly credit itself with the resulting increased value, 
in terms oi currency, ol stocks oi gold held by the 
Treasury or the banks, as the United States Govern- 
ment did in 1934. But this should be treated as a 
capital asset, not as current revenue. 
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Chapter XVI 


OBJECTS AND CLASSIFICATION OF PUBLIC 
EXPENDITURE 

§r. English economists as a body have had 
surprisingly little to say concerning the principles of 
public expenditure. As an American critic observes, 
" the older English writers did not need a theory of 
expenditures, because the theory of government which 
they held implied a fixed limit to governmental 
functions.”’ Typical of such writers is Sir H. Parnell, 
an early nineteenth century pundit, who maintained 
that " every particle of expenditure beyond what 
necessity absolutely requires for the preservation of 
social order and for protection against foreign attack 
is waste and an unjust and oppressive imposition on 
the public."* On this pronouncement the comment 
has been made that, if so, we must give up growing 
crocuses in the public parks, unless it can be proved 
that they preserve social order, for they are certainly 
no protection against foreign attack. This barren and 
negative view of the proper economic activities of the 
StatL Jtill finds some support. It is still true that, in 
some influential circles,” the dull and drab extravagance 
of private living is accompanied by a severe scrutiny 
of any land of public expenditure,” 5 and that " public* 

’ Adams, Scum* of Finanto. p. }}. 

* Quoted by Adams, ibid . p. jo. 

> Uastermaa, Tho Condition of England, p 13. 



196 


PUBLIC EXPENDITURE 


egestas, privatim opulentia " is not much less apt a 
motto for modern Britain than for ancient Rome. 
Modern economists, especially in this country, have 
been slow to correct vulgar prejudices on this matter 
and to place the whole question, from the point of view 
of principles, upon a proper footing. 

One fortunate result of this lack of theoretical 
discussion is that the path of economic wisdom in public 
expenditure is practically unencumbered by doctrines 
of equity. The "passive resistance," in the early 
years of this century, of Mr. Lloyd George and other 
Nonconformists to the support of Anglican schools out 
• of local rates was based on considerations of equity as 
between different religious denominations. But this 
was transitory and trivial. Again, when non-contribu- 
tory old age pensions were first Instituted in this 
country, they were sometimes spoken of as " doles,” 
a disparaging terra which carried some faint suggestion 
of inequity. Unemployment benefit is now similarly 
described. But it is characteristic of the sensitiveness 
of conceptions of equity to changes in public opinion 
that, when new forms of soda! expenditure become 
familiar, they are generally taken for granted and no 
longer thought to be inequitable. 

Clear thinking is sometimes hindered by the doctrine 
that " the State has needs of its own," which can only 
be satisfied through public expenditure. Ta«n 
literally, this is a piece of Hegelian nonsense taken 
metaphorically, it is a woolly phrase which leads us 
□ouhere. The truth is, of course, that only individuals 
have needs, but that some of these needj can be 
effectively satisfied through the agency of the State 
and by means of public expenditure. 
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1 2. But what needs are these ? How shall thej 
be classified, and distinguished from those needs whicl 
can be most effectively satisfied by means of privab 
expenditure? A full answer to this question would bi 
long. It cannot, consistently with the scope of thi; 
book, be attempted here. The lack of such an answer 
in the writings of economists and political scientist: 
alike, is one of the most serious gaps in the moderi 
theory of public finance. I must content myself 
in this place, with a few simple propositions anc 
references.' 

Wagner’s " law of increasing State activities ” is ai 
nearly universally true in modern times as any inductive 
generalisation of this type can hope to be. Wagnei 
maintained that there is a persistent tendency both 
towards an “ extensive ” and an “ intensive ’’ increase 
in the functions of the State. New functions are 
continually being undertaken, and old functions are 
being performed more efficiently and on a larger scale. 
The evidence of facts supports both these statements. 
They are true, even if we leave out of account the 
functions of preparing for war, waging war, and paying 
for war long after it is over. They are still more 
obviously true, if these grim functions are included. 
" Economy campaigns," in spite of the influential forces 
behind them, produce only temporary fluctuations in 
the growth of State activities. They do not reverse the 
continuous upward trend. 

■' It is a fallacy to explain Wagner's law, as some have 
done, simply in terms of increasing division of labour. 
It is true that the individual tends to satisfy fewer and 
fewer of his own needs without the assistance of others. 

1 Bat also CV XVHI, $$ 3-5, 
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choice may be wise to-morrow, though still foolish 
to-day. 

Modem developments, moreover, in other fields, 
have made it necessary for public authorities to assume 
new functions, which could not, in fact, have been 
assumed by private enterprise at all. Functions of 
public health in modern cities are, perhaps, the dearest 
illustration of this The hygienic conditions of life in 
London, for example, and bence the risks of disease 
and ill- health, arc in large measure common both to 
rich and poor. "When the rich man dies, his lungs 
will be as black from London smoke as those of any 
'other city dweller.'’* Protection against contagious 
disease, as against external attack, typifies indivisible 
benefits, which it would not pay private enterprise to 
provide, since it could not charge individuals separately 
for services which all, or none, must take. 

Public expenditure, again, particularly undermodern 
conditions, can provide a communal and inclusive use 
of many goods, where private expenditure tends only 
to provide an individual and exclusive use.* Parks and 
open spaces, museums, art galleries and public libraries 
are cases in point. The National Parks in the United 
States and Canada, and in the Alps and Carpathians, 
are immense aids to welfare, and specially necessary 
safeguards against private appropriation, when both 
population and facilities for travel are increasing In 

* Itolaoa, Tkt c/ Hull M II '*!;•>*. p Itu took 
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1 $ country we have, as yet, no National Parks an 
r National Trust is a very small a flair and ha 
peared very late in the day. But it is gathering 
engtb, as is opinion in support 0/ geographica 
nning and '* the preservation of amenities." 1 Yel 
have already permitted the private appropriation 
l “ development " of many areas, which should have 
n kept open for public enjoyment and could, even 
r, be rc-opened at a price worth paying. " Unbuild- 
” as a Tima leading article has declared, will in 
future be nearly as important as building. On the 
:r hand, the transformation of the country mansions 
he vanished aristocracy into rest and recreation 
.es for urban workers is one cf the most striking 
evements of the Russian Revolution. 

3. Reluming, after this digression, to the main 
of our analysis, we may recall the principle, stated 
japter III, §5 2-3, that public expenditure should be 
cd just so far tha t the marginal social advantages of 
uditure in all directions are equal, and just balance 
uarginal social disadvantages of all methods of 
ig additional public income ; that this is a difficult 
lus, but that statesmen must handle it as best 
can, since there is no practical alternative.* Many 
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objects of public expenditure axe not exclusively, or 
even mainly, economic, though most have economic 
fleets and all have economic costs. 

A broad distinction may be drawn between public 
expenditure designed, on the one hand, to preserve the 
;odal life of the community against violent attack, 
vhether internal or external, and, on the other, to 
mprove the quality of that social life. In other words, 
be object may be either to keep social life secure and 
irdered, or to make that secure and ordered life better 
worth living, whether from an economic or a non- 
economic point of view. 

§ 4. Turning to the actual expenditure of modern 
public authorities, the following is an obvious 
catalogue : 

(1) the maintenance and equipment of armed forces, 
induing police,' (a) in peace, (6) in war ; 

{2) the administration of justice ; 

(3) the maintenance of the ceremonial head of the 
State, induding, in monarchical countries, the Royal 
Family and Court, and of diplomatic representatives 
abroad ; 

{4) the maintenance of the machinery of dvil 
government, induding ministers, legislators and civil 
servants ; 

(5) public debt charges, induding interest, repay- 
ment of prindpaland cost of management ; 

(6) expenditure directly devoted to " fostering 
industry and commerce,” such as the maintenance of 
consuls abroad and the performance of industrial 
and coxnmerdal functions, such as the supply of 
currency, conduct of postal services, transport 
services, etc. ; 
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" functional classification ” of expenditure, based on a 
classification of the various functions actuallyperformed 
by public authorities. Or, if we prefer, we may 
adopt a “ departmental classification,” based upon the 
expenditure of the actual administrative departments 
of government. Even where the range of functions is 
given, these two methods may yield different results. 
For the distribution of functions between departments 
is neither invariable, nor logically predetermined. It 
is often due to historical accident, or to the desires of 
influential politicians wishing to magnify their office, 
or to tbs mutual jealousy or vested interests of officials. 
But to pursue this mattei further, even by way of 
illustration, would be to drift too far into mere 
descriptive detail. 

We m'ay, however, notice some further distinctions 
which throw occasional light on particular problems. 
Thus we may distinguish between optional expenditure, 
which the public authority is free to increase or 
diminish at its pleasure, and obligatory expenditure, in 
respect of which, owing to past contracts and other 
legal commitments, it is not free. But this distinction, 
though valid in a limited way, is only one of degree. 
For, on the one hand, contracts and other legal arrange- 
ments may be revised — this has been a common practice 
with governments embarrassed by unbalanced budgets 
— and, on the other, expenditure, which is optional 
from a legal point of view, may be obligatory from the 
point of view of politico] expediency. 

Again, we may distinguish between real, or 
“ exhaustive," expenditure on the one hand, and mere 
transfer expenditure on the other. Real expenditure 
implies the actual u$ing-up of commodities and 
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GRANTS AND PURCHASE PRICES 

§ I. The division of public expenditure into grants 
id purchase prices, corresponds to that of public 
loome into taxes and selling prices.* An individual, 
ho receives public money or money's worth, may or 
lay not render in return a direct quid pro quo to the 
ublic authority. In the former case the public 
uthority makes a purchase from him ; in the latter 
ase it makes him a grant. This grant may consist 
ither of money, or of services, such as medical treat- 
lent or education or the security presumed to be 
lerived from armaments or police. Thus payments by 
. public authority to any of its employees, by way of 
alaries and wages, or to contractors, are purchase 
> rices. On the other hand, payments of old age 
lensions, poor relief, or contributions out of general 
evenue to schemes of health and unemployment 
nsurance, are grants. 

Just as there are costs of collection of taxes, so 
there are costs of administration of grants. These are, 
from the public authority's point of view, purchases 
incidental to grants. Thus a teacher's salary is a 
purchase incidental to the grant of free education, and 
a policeman’s pay is a purchase incidental to the grant 
of security. 

Payments of interest on public debts, if we look to 
their origin in the past, may be represented to be 

1 Compu* Ch. IV. {> 
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is upon those who receive the direct money benefit of 
the gran t. The incidence of a direct grant is, by 
definition, wholly on the person to whom the giant is 
made. The incidence of an indirect giant.or subsidy, in 
respect of any commodity is divided between the buyer 
and the seller in the ratio of the elasticity of suppiy of 
thecommodity to the elasticity of demand forit. For, 
the more elastic the supply, the more will the supply 
increase, as a result of a given fall in the cost of 
production, allowing for the subsidy, and the greater, 
therefore, will be the fall of price corresponding to any 
given elasticity of demand. The greater, therefore, 
will be the proportion of the incidence which will be on 
the buyer. On the other hand, the more elastic the 
demand, the more will the demand increase, as a result 
of a given fail in the price of the subsidised commod 
and the less, therefore, will be the fall in price col 
spending to any given elasticity of supply. The greal 
therefore, will be the proportion of the incidence «h 
will be on the seller. 

The freeing of new houses from onerous rates, 
proposed in Chapter X, § ix, would be equivalent 
effect to a grant from public funds to the builders 
new houses. 

5 4. Just as the proper distribution of the burd 
0/ taxation is a possible subject of discussion, 4 so Is t! 
proper distribution 0/ the benefit of giants. 

Take, for instance, the conception of “ability 1 
pay " taxation. Corresponding to this we may form' 
bate a conception of ** ability to receive " grants. Uu 
just as " abiLty to pay " must be interpreted to ax J 

* Corei-M* Ck. IX. 
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ability to pay with a minimum of economic loss,’ so 
" ability to receive” must mean ability to receive 
with a maximum of economic gain. From the three 
alternative applications of the principle of ability to 
pay, namely minimum sacrifice, proportional sacrifice 
and equal sacrifice, we may derive three alternative 
applications of the principle of ability to receive, 
namely maximum benefit, proportional benefit, and 
equal benefit. Maximum benefit would be attained, 
as a first approximation, by making no grants to 
anyone whose income was above a certain level, and 
by raising all smaller incomes, by means of grants, to 
exactly this level. This plan, as it stands, is too crude 
for practice, but, in a modified form, it gives effect to 
the excellent principle of a national minimum standard 
of economic conditions below which no member of a 
civilised community should be allowed to fall. There 
is, however, nothing to be said for adopting the 
principles of either proportional or equal benefit in the 
distribution of grants. Again, corresponding to the 
precept that the inequality of incomes should not be 
altered by taxation, is the precept that this inequality 
should not be altered by grants. From the latter 
precept, which is no more acceptable than its mate, 
it will follow that, other things being equal, the richer 
of two old men should always receive the larger old age 
pension. 

Just as a particular tax, or a tax system as a whole, 
may be either proportional, progressive or regressive, 
so may a particular grant, or a grant system as a whole. 
Under a progressive grant system, the larger the 
recipient's income, the smaller the proportion » hich is 

> Sc CK MU, {I 
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Chapter XVIII 


HE EFFECTS OF PUBLIC EXPENDITURE ON 
PRODUCTION 

§ I. The distinction between grants and purchase 
irices is less prominent in this chapter, which is 
oncemed with the effects of public expenditure on 
iroduction, than in the discussion, which occupies the 
lext chapter, of the corresponding effects on distribu- 
ion. In this chapter the essential fact is that public 
xpenditure, combined with taxation and other methods 
)f raising public income, causes large diversions of 
iconomic resources from the channels, into which they 
would otherwise have flowed, into channels determined 
oy public policy, and may consequently cause large 
changes both in the character and in the total volume 
o! production. 

Just as taxation, other things being equal, should 
reduce production as little as possible, so public 
expenditure should increase it as much as possible. 

§ 2. Many people do not seem to realise that public 
expenditure can ever increase production. Consider, 
for example, the following pronouncement. " The 
proportion of government expenditure to national 
income is several times as great as it was before the 
war, which means that a far smaller proportion ol that 
income is available for provision for old age, for saving 
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(2) effects upon desire to work a nd save, ansi (3) effects 
o f diversions of economic reso urces as between different 
e mploymen ts and localities And " work “ includes, as 
an important special case, the undertaking of new 
enterprises. 

§3. Before taking up these lines of thought, we 
shall make a digression. A large part o! modem public 
expenditure is devoted to purposes which make no 
direct contribution to economic welfare. Expenditure 
on armaments and armed forces is the most striking 
example of this, and it is often said that such expendi- 
ture is economic waste. For men cannot eat guns or 
high explosives. And the multiplication of battleships 
is not an economical solution of the housing problem. 

The economic waste and destruction of modern 
warfare need no emphasis, though many of the most 
overwhelming evils which war brings with it — pain and 
terror, anxiety and bereavement, hatred and moral 
degradation, especially among non-combatants — lie 
outside the economic sphere. But it is undeniable that 
war expenditure, which results in preventing or limiting 
invasion or in securing military victory, diminishes the 
economic loss which invasion or defeat would otherwise 
have caused. It is even possible that, in exceptional 
circumstances, a short and successful war may bring 
to a community as a whole a balance of economic gain, 
and nearly every war brings gain to a favoured few, 
even among the vanquished. But, if the speeches of 
statesmen are the key to history, such possibilities of 
economic plunder play no part in the diplomacy, which 
from time to time launches a multitude of lives upon 
a sea of death.’ It is, rather, to the noneconomic tunes 
of “ national honour," “ the defence of liberty *’ and 


3I4 PUBLIC EXPENDITURE 

" the sanctity ol treaties " that the y°a»E m ^ 
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new treaties of peace to replace the old. 

But the simple economist, unversed , 

diplomatic mysteries, cannot deny that the servta°[ 
sold ers sailors and airmen, and even o 
manulacturers, may. under favourable 
contribute to his seennty and ate 
entided, no less than the services ?L5Lregate 
scavengers and (he brigades, to a place in the aggrcp 
^national " production/' in its in *t 
however, as elsewhere, there is need > * s „ dl 

and a danger that the diversion ol resumes t 
channels may be either too great or J bJ5 

ol peace, national expenditure 

the peculiarity that it rs almost wholly ' detmnm ^ 
relative standards. What each ra^n ams al 
strong, not absohrtely, but relatively dsewbere. 

Much talk, at international .. jUnstrates 

of armament ’* ratios and of pan** forces 
this. A fifty per cent, rednehon .»« ^ ^e 
ol all nations would leave them before, 

apparent state ol security or mscamly^ m 
And the same is Hue oi a fifty P“ ' wb g e adding 
an ah-round increase m armed Iprcj. b|rocU 

nothing to apparent relative Urey 

economic resources from oth < ■ to economic 

would have made a direct contnb ti ^ q{ 

welfare. It subtracts, in particular, tne in 

picked body ot men, disUnctly ^ ^ and 

physical powers and not below it m 



PUBLIC EXPENDITURE AND PRODUCTION 215 


also large quantities of important commodities, such as 
iron, coal and oil. The communities concerned have less 
economic welfare and no greater security. In fact, they 
will have less security. For this depends, not only on the 
relative strength of armed forces, but on the state of 
men's minds and the extent to which they meditate on 
the possibility of war with their neighbours. It depends 
also on the effectiveness of arrangements for collective 
security through mutual assistance. Security, in other 
words, is not only material but psychological. And 
the greater the part which armed forces and armed 
habits of thought play in the life of a nation, the smaller 
is the psychological security against war. The era of 
competitive European armaments, which filled the 
statesmen of each country with an ever-growing fear 
of their neighbours and ended in the blundering 
outbreak of 1914, is sufficient proof of this. There is 
a like competition and a like fear throughout the world 
to-day/ It is, indeed, very obvious that the cutting 
down of armed forces, all the world over, to the level 
of an international police force would be a condition 
both of maximum security and of maximum economic 
welfare. What is required here is an international 
agreement for the limitation of output. 1 

Armed forces for defence, or aggression, against 
external foes, fall into the same class as domestic police, 
courts of justice, factory inspectors, and much else, 
expenditure on which would be largely unnecessary, 
if only men were a little wiser, or more imaginative, 
or more honest, than they are. It is to be sharply 

• t have discussed this and kindred problem* at some length in 
my book Tovar it thj Peact of Nations, especially Chs. VTI-IX. and 
in my Practical Socialism for Bnlain. Chs XXXIV-XXXV. 
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increase in B’s ability to save exactly offsets the 
decrease in A’s ability. 

§5. Turning from effects upon ability, to effects 
upon desire, to work and save, it was argued in Chapter 
X, § 3, that in this respect the expectation of future 
taxation is more important than the fact of present 
taxation. The expectation of future benefits from 
public expenditure has, likewise, an important influence. 
In many cases the amount of these future benefits, by 
way of grants, is independent of the amount of the 
recipient’s future work and saving. War pensions and 
interest on War Loan are examples. The expectation 
of such fixed, periodical and, so far as the future is 
concerned, unconditional receipts is seldom 1 likely to 
increase desire to work or save, and, where demand for 
income in terms of effort is very inelastic, it is likely 
to decrease this desire so much that the effort put forth 
will produce an income smaller by nearly the full 
amount of the grant. But not all grants are thus fixed 
and unconditional. The prospect of a conditional 
grant, which will be paid only in the event of sickness 
or involuntary unemployment, will not decrease present 
desire to work. In some circumstances it may even 
increase it. Again, the prospect of a grant, which is 
not fixed but increases with the^iunjie efforts of the 
recipient, such as a bounty < ^lgs or savings, 

would, unless demand for ' inelastic, 

increase his d ^ ' of this 
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the future efforts oi the recipient, «-iU certainly check 
hjs desire to work and save. Similarly a grant which 
diminishes in proportion to his post efforts, as when, 
under a "means test,” an unemployed man with 
savings gets less than one without. Thus “ thri/t is 
penalised.” 

§ 6. We may now go on to consider the effects on 
production of diversions, due to public expenditure, el 
economic resources as between different employment 
and localities. Taking fmsj diversion* as heJuffn 
different employments, the special case of expenditure 
. on armed forces has already been discussed. Alin to 
this are all other cases of expenditure designed, accord- 
ing to the classification adopted in Chapter XVI, | »• 
to keep the social life of the community secure am 
ordered All that can be said of such expenditure, Jr 
this connection, is that it should be governed bythr 
principle of economy. The advantage of a little more 
security and order must be balanced agiinst tU 
disadvantage of doing without those other com- 
modities and services, which would otherwise have been 
produced. 

When, however, we turn to that other cutegoty of 
expenditure, which is designed to make the secure and 
ordered hfe of the community belter worth living, then 
is something more to be said. It has been pointed out 
in Chapter X, | rr. that grants, wsnbddies, to jurticiffar 
industries muy sometime* be LeneLcui to production, 
fn more general terms, the thveruoB, through puli-C 
expenditure, cl economic resource* into paitau-ir 
employments will sometimes inetcaao production. 
diversions tm*y be brought about either by to 
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at a loss, which is made good out of general taxation,* 
or by embarking oa public enterprises which will cover 
their own costs. Again, such diversions may either 
promote the production of particular consumable 
commodities and .services, or may take the forai of a 
diversion of resources from provision for the present to 
provision for the future, and thus to the building up of 
future productive power. 

57. It is in order to secure a more effective 
economic provision for the future that the most far- 
reaching diversions may be justified. The economic 
institutions of capitalism are such that, apart from the 
intervention ol public authorities, too little provision 
of this kind is made, and that which is made is badly 
composed. Too little provision is made, because there 
are very few people who do not to some extent discount 
the future, and especially the more distant future.* 
Most people prefer to spend £100 now rather than to 
have £105 to spend a year hence. And they prefer 
£100 for themselves now rather than, say, £1,000 for 
themselves, or, in the event of their death, for some 
other person, thirty years hence. Again, what pro- 
vision is made is badly composed, in the sense that 
too large a proportion takes the form of material 
capital and too small a proportion takes the form of 
human capital and of knowledge. For the return 
obtainable by an individual from a wise investment in 
human capital or in knowledge is generally smaller 
than that obtainable from an equally wise investment 

« See Ch. XIV, 555-6. 

* See Ch. Ill, Is " Posterity was a dully thing to wot k tor, 
no matter how couch a man happened to love his own, or other 
people's already-produced children “ (T. E Lawrence. Seven 
Ptuart 0/ Wisdom, p 191) 
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in material capital. But, for this very reason, the 
return to the community as a whole is generally greater 
from an increase in the former type of investment than 
from an increase in the latter.' 

It follows that there is a large field for the inter- 
vention of public authorities to increase economic 
provision for the future and to secure a better balance 
between its component elements. These two objects 
furnish the key to nearly all public expenditure designed 
to increase productive power. 

From the point of view of production, those forms 
of public expenditure are socially desirable, which Hill 
increase productive power more than it would be 
increased, if the funds required were left in private 
hands. To this category belongs expenditure oa (l) 
debt redemption, where the bulk of the money repaid 
will generally be reinvested* ; (2) objects such as railway 
development in new countries, irrigation and afforesta- 
tion, which may be expected to yield large returns in 
the long run, but not in the immediate future, and 
which do not, therefore, attract the private investor * 

(3) the increase of knowledge, by the encouragement 0 
research and invention, and, as regards opportunities 0 
employment, by the maintenance of employmen 
exchanges ; (4) education and training ; (5) publk 
health ; and (6) expenditure in aid of insurance against 
unemployment and certain other risks outside the 
control of the insured person. 
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There are, of course, limits to the amount that can 
be advantageously spent by public authorities on these 
objects, but there are strong grounds for believing that 
these limits lie well ahead of most actual expenditures. 
Hence increased public expenditure in these directions 
is desirable with a view to bringing about that 
distribution of the community’s resources between 
different uses, which will give the maximum future 
productivity. 

This principle is already admitted in this country in 
the case of free education paid for out of the rates and 
taxes, in housing subsidies from public funds, and in 
many other cases. There is much to be said for the 
extension of the principle to cover the further extension 
of free education and free medical services, of free milk 
and free meals at school, and of the cheapening by 
subsidy of selected foodstuffs, in the interests of health 
and the development of human efficiency. A subsidy 
to private savings is also, at first sight, defensible, with 
the object of stimulating saving. But, as will be argued 
later, this object can be better secured by other means. 
Many other extensions of the principle may be defended, 
but not all of these are simultaneously practicable 
on a large scale, and it is necessary to balance their 
beneficial effects, in each case, against the effects on 
production of raising the necessary funds by taxation 
or otherwise. 

Further, it is a matter for consideration, in each 
particular case, whether the object in ' ’ best 

attained by public enterprise or by a ‘ ate 

enterprise. Moreover, it i- r " bring 
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1 9. It follows from the preceding argument that 
to promote the growth of material capital, at the 
expense either of human capital or of knowledge, is a 
mistaken policy which will tend to diminish, and not to 
increase, production. But to promote the growth of 
material capital, at the expense of consumption which 
does not add appreciably to human efficiency, is a 
policy which will increase production. Broadly, such 
a policy will substitute saving, either by public 
authorities or private persons, for spending. There are 
very large possibilities here, which modern governments 
have hardly yet begun to explore. The Government of 
the Soviet Union is an exception. Under its successive 
Five Year Plans provision for the future has been made, 
by means of public investment, on an enormous, 
possibly even on an excessive, scale. 

The operation of a sinking fund for debt reduction, 
fed from taxation, increases saving. For, whereas only 
a part of the funds raised by taxation would otherwise 
have been saved, practically the whole o! the funds 
liberated by debt redemption will be reinvested. A 
vigorous sinking fund policy will, therefore, give a 
strong stimulus to saving, even if it necessitates heavy 
taxation. This proposition may, however, be generalised 
in a much wider policy. 

Three alternative forms of such a policy may be 
distinguished. In the first place, public expenditure 
may be directed to the repayment of deadweight public 
debt, which has no public assets behind it. This is 
the ordinary policy of the sinking fund. It eliminates 
what has been called *' * ‘ 

funds laves' 
creation 
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It is not less important to provide new enterprise to 
absorb new savings than to provide new savings to 
sustain new enterprise. The volume o! new invest- 
ment, in any given period, does not necessarily coincide 
with the volume of new savings. The lack of this 
coincidence is one of the causes of instability in the 
price level, of industrial fluctuations and of unemploy- 
ment. To create and maintain such a coincidence 
public intervention is often required, partly through 
programmes of public works financed by loan, partly 
through the organisation and control of new investment 
in private enterprise.* But public works can also be 
financed otherwise than by loan. A large programme 
of public capital development along selected lines, 
financed from taxation, may become one of the most 
fruitful developments of financial policy in modern 
communities. This method has been used by many 
governments in Europe since the war.* The magnitude 
and speed of achievement of such a programme is 
limited, not by the obstacle of the rate of interest, as 
with programmes of public or private capital develop- 
ment by loan, but by the obstacle of the rate of taxation 
which, if it were raised above a certain point, or if 
it were raised too rapidly, would arouse effective 
opposition. 

The effects of financing public works by loan and 
by taxation differ in several respects. Finance by 
taxation causes only a transfer, and changed use, of 
purchasing power, not an addition to it. But finance 
by loan may increase purchasing power through an 
expansion of credit. And sometimes increase 
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resources in consequence of public expenditure, and in 
an earlier chapter in consequence of taxation, from that 
distribution between employments and localities which 
would otherwise have come about. This method of 
study is most appropriate when the range of public 
authorities' economic activities is narrow. It becomes 
less and less appropriate as this range extends, since 
the basis of comparison becomes more and more remote 
and unreal. In the Soviet Union, for example, Public 
Finance merges into Public Economy in a wide sense, 
qnd is dominated by a central planned direction of all 
the economic activities of the community towards 
certain deliberately chosen ends. Thus in the first 
Five Year Plan light industry was stiffly taxed to 
promote the growth of heavy industry and electrifica- 
tion. With the abolition of private property in the 
means of production, and with the disappearance of 
nearly all large incomes and of all large inherited 
fortunes, private saving becomes of small importance 
and the individual taxpayer fades into the background, 
the public enterprise becoming the chief taxable subject. 
The form of any useful discussion of public finance must 
be adapted to the current economic institutions. 

§ 12. To sum up the main conclusions of this 
chapter,’ whereas taxation, taken alone, probably 
checks production, public expenditure, taken alone, 
should almost certainly increase it. Expenditure on 
police and armed forces, if not overdone, and on the 
other apparatus of order and security, creates the 
conditions under which alone organised production can 
take place at all Expenditure of other kinds acts on 
production in three ways, first, through its effects on 

1 Campiw the Us t »ecUaa old X. 
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ability to work and save ; second, through its effects on 
- desire to work and save ; third, through diversions oi 
economic resources as between different employments 
and localities. Under the first head, the stimulus to 
production is clear, just as the corresponding check due 
to taxation is clear. Under the second head, much 
depends, as in the case of taxation, upon the character 
both of persons and of policy. On balance, however, 
some slight check to production is probable as a result 
of the expectation of grants. Under the third head, 
there are very great possibilities, hitherto largely 
neglected, of stimulating production, more especially 
through wise expenditure on public health, education 
and the increase of knowledge, and through a stimulus 
to saving, both public and private, provided adequate 
opportunities for investment are created. Such 
expenditure, in tum, will indirectly increase ability, 
and perhaps also desire, to work and save. 

Striking a balance between the two sides of the 
account, there can be no doubt that the stimulus to 
production afforded by a wise system of public 
expenditure will far outweigh the check, if any, resulting 
from the taxation and other devices required to finance 
it, provided that these also are well contrived from this 
point of view. But the actual public expenditure of 
many modem communities, predominantly on armed 
forces and war debts, is a melancholy spectacle, on 
which the shrill and undiscriroinating clamour of 
" economists," in the vulgar sense of the word, is an 
inadequate commentary. 



Chapter XIX 


THE EFFECTS OF PUBLIC EXPENDITURE ON 
DISTRIBUTION 

§ i. A study of the effects of public expenditure 
on distribution involves a discussion, on parallel lines 
to that of Chapter XI, of the effects of taxation on 
distribution. The parallelism is complete so far as that 
part of public expenditure, which consists of grants 
conferring special benefit on individuals, is concerned. 
We may, therefore, begin with public expenditure of 
this sort. 

Those who find Wagner’s ’* socio-political " view of 
taxation liard to swallow, will find it a still harder 
saying that, other things being equal, that system of 
public expenditure' is most desirable, which has the 
strongest tendency to reduce the inequality of incomes. 
Yet this follows logically from the view that a less 
unequal distribution is desirable. 

§ 2 . As was pointed out in Chapter XVII, 5 4, 
a particular grant, like a particular tax, may be 
regressive, proportional or progressive. A grant is 
regressive if, the smaller the recipient’s income, the 
smaller the proportionate addition made by the grant ", 
progressive if, the smaller the recipient's income, the 
larger the proportionate addition ; proportional if, 
whatever the sire of the recipient's income, the pro- 
portionate addition is the same. Thus a universal 
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When grants take the form, not of money payments, 
but of particular services or commodities, such as free 
medical treatment or education, it is difficult to assess 
these at their money value td the recipients. But, as 
was pointed out in the last chapter, such grants will 
often increase the economic welfare of their recipients, 
and also the productive power of the community, much 
more than equivalent money grants would do. 

The question of subsidies, referred to in the last 
chapter from the point of view of production, may also 
be looked at from the point of view of distribution. 
Thus a bread or a milk subsidy which lowered prices 
would operate as a progressive grant, while a subsidy 
on private savings would be regressive. Given a great 
inequality of incomes, the case for progressive subsidies 
is strengthened. 

§ 3. The effect of grants upon distribution may be 
modified by their reactions on individual incomes. If 
the prospect of a grant causes a person to work or save 
less than he. would otherwise have done, the effect of 
the grant in increasing his income will be diminished, 
and in the opposite case its effect will be increased. 
But thus class of problem is covered by the discussion 
in the last chapter. 

Again, distribution would be indirectly affected, 
and the inequality of incomes reduced, by educational 
expenditure on a scale sufficient to enable the younger 
generation to move in large numbers from the worse 
paid to the better paid occupations and thereby to 
reduce considerably the differences between the higher 
and the lower rates of pay." 

1 Sm my JntjuMily of Incfut, pp 264*7. 
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and uniform old age pension payable to all who a 
a certain age would be progressive as between 
recipients, while interest on public debt is, on 
whole, regressive as between the recipients. 1 I 
generally, a system of grants, like a system of ta 
may be regressive, proportional or progressive eil 
over the whole body of citizens, or over partict 
groups of grant recipients. 

A progressive grant system tends to reduce i 
inequality of incomes. So does a proportional, or e\ 
a mildly regressive, grant system. But a more shaq 
regressive grant system tends to increase incqualil 
On the other hand, the sharper the progression, ti 
stronger the tendency to reduction.’ Consideratioi 
of distribution, therefore, lead us toward the mo 
sharply progressive grant system that is practicable 
The principle of minimum sacrifice in the distributio. 
of taxation runs parallel to the principle of maximun 
benefit in the distribution of grants. As pointed ou 
above, a rough approximation to the latter principh 
would be a grant system, which brought all incomes 
below a certain level up to that level, and added nothing 
to anyincome above that level. But, whereas the policy 
of the National Minimum embodies the first part of 
this idea, the second part is not practically attainable, 
at any rate while large public debts remain. Moreover, 
considerations of production limit the height at which 
national minimum standards can advantageously be 
set. But the case for a considerable degree of pro* 
gression may be taken to be firmly established. 
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When giants take the form, not of money payments, 
but of particular services or commodities, such as free 
medical treatment or education, it is difficult to assess 
these at their money value td the recipients. But, as 
was pointed out in the last chapter, such grants will 
often increase the economic welfare of their recipients, 
and also the productive power of the community, much 
more than equivalent money grants would do. 

The question of subsidies, referred to in the last 
chapter from the point of view of production, may also 
be looked at from the point of view of distribution. 
Thus a bread or a milk subsidy which lowered prices 
would operate as a progressive grant, while a subsidy 
on private savings would be regressive. Given a great 
inequality of incomes, the case for progressive subsidies 
is strengthened. 

§ 3. The effect of grants upon distribution may be 
modified by their reactions on individual incomes. If 
the prospect of a grant causes a person to work or save 
less than he. would otherwise have done, the effect of 
the grant in increasing his income will be diminished, 
and in the opposite case its effect will be increased. 
But this class of problem is covered by the discussion 
in the last chapter. 

Again, distribution would be indirectly affected, 
and the inequality of incomes reduced, by educational 
expenditure on a scale sufficient to ’ * 
generation to move in large number'- <~ 

paid to the better paid , to 
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§ 4 So far we have been considering effects up 
distribution, in the sense of effects upon the inequal 
of incomes. Grants may improve distribution simp 
by diminishing this inequality. But they may aJ 
improve it by adjusting individual incomes mo 
closely to individual, or family, needs during differei 
periods. The latter sort of improvement is the aim i 
much modern legislation, as, lor example, the proviso] 
wholly or partly out of public funds, of old age pension 
sick benefit, unemployment benefit, maternity benefil 
widows' pensions, family allowances, and so forth 
Tli ere is some parallelism here with the adjustment o 
taxation to the domestic circumstances of the taxpayer 

From the point of view of distribution, expenditure 
according to ability to receive, the correlative o 1 
taxation according to ability to pay, is achieved, when, 
corresponding to a given expenditure, the maximum 
addition is made to economic welfare. 

§5. We may now turn from grants conferring 
special benefit on particular persons to grants conferring 
common benefit on all members of a particular class. 
The effects of the latter upon distribution are difficult 
to trace, and the dividing line between the two sorts of 
grants is not clear cut. But common benefit is some- 
times clearly traceable to particular groups, as, for 
example, when grants-in-aid from the central exchequer 
benefit local ratepayers, when local expenditure 
increases the value of fixed property and thus benefits 
local landowners, when expenditure on roads benefits 
motorists, or when expenditure on a public park confers 
a common benefit on all who use it. 

Again, the benefit of security is common to all 
members of the community, except a few criminals- 
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But this benefit cannot be accurately allocated as 
between different people. It is, indeed, clear that, the 
greater a man's wealth, the greater the benefit which 
he derives from security of possession. But the relative 
advantage, which accrues to people of different degrees 
of wealth, from the protection of life and property and 
the prevention of military invasion, cannot, in fact, be 
estimated. 

§ 6. In the last chapter we compared the effects of 
financing public works by taxation and by loan. From 
the point of view of distribution finance by taxation has 
the advantage that it creates no new private investment 
income. New publicly owned capital assets are 
created, free from any interest charge in favour of 
private persons. But if public works are financed by 
loans from publicly owned banks, so that no interest 
on the loans is paid to private persons, there is little 
difference, in respect of distribution, between the two 
methods. 



Chapter XX 


SOME OTHER EFFECTS OF PUBLIC 
EXPENDITURE 

§ x. In this chapter we shall conclude our study of 
the economic effects of public expenditure. 

Just as the cost of collection of taxes is an important 
criterion of the efficiency of a tax system, so the cost 
of administration of policies involving public expendi- 
ture is an important criterion of the success of such 
policies. If the cost of administration is greater than 
it need be in order to obtain a given result, this is 
equivalent to a diminution of production, through the 
waste of labour and materials. Many popular accusa- 
tions of' waste and inefficiency made against public 
departments are based on ignorance and prejudiced 
exaggeration. But there is no doubt that the cost of 
public administration is sometimes excessive in 
relation to the results obtained. This opens up large 
questions, which cannot be pursued here, of the 
organisation of public departments, and of how far they 
might adopt the business methods appropriate to 
private firms. But it is very desirable that public 
departments should cultivate to the full what may be 
described as a marginal sense, and, with the aid of 
cost accounting in suitable cases, should balance the 
advantage of a small increase in their activities against 
its cost. Sometimes such considerations will point to 
the need for an increase, rather than a decrease, of 
- «j* 
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expenditure. The policy embodied in the Factory and 
Trade Board Acts, for example, cannot be properly 
carried out without an increase in the inspectorate of 
the Home Office and the Ministry of Labour. And 
again, according to the official evidence given before 
the Royal Commission on Income Tax, a comparatively 
small increase in the staff of the Inland Revenue 
Department would enable a large additional revenue 
to be collected. 

§ 2 . On the relation of public expenditure to 
unemployment something further may be said here, 
not so much from the point of view pf increasing 
production, which was considered in Chapter XVII, as 
from that of steadying employment by diminishing 
fluctuations in the demand for labour. 

A policy having this object may take various forms. 
The least ambitious of these requires only that a public 
authority shall keep its own demand for various kinds 
of labour as steady as possible, and not allow it to 
fluctuate in the same direction as private demand for 
the same kinds of labour. There is not much in this, 
and public authorities could easily succeed in going 
thus far. 

Carrying the policy a stage further, a public 
authority, without undertaking any special enterprises 
in periods of trade depression, may so arrange its 
ordinary expenditure, as between different years or 
between different seasons of the same year, that the 
public demand for various kinds of labour fluctuates in 
the opposite direction to the private demand for the 
same kinds of labour. This does no t involve any greater 
public expenditure over a period of years, but only a 
change in the (Jistribution of this expenditure through 
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ne. It may even involve a smaller expenditure, in 
far as prices of stores and other materials and wages 
labour are lower when trade is bad than when it is 
od. 

Carrying the policy a stage further still, a public 
thority may. when trade is bad, itself undertake 
;cial enterprises, in the form of public worts, or 
y mate grants in aid 0/ enterprises undertaken by 
lordinate authorities or even by private firms. The 
ceased demand for labour thus created, whether 
meed by taxation or by loans, may be partly offset 
a decreased demand from other sources for the same 
rther kinds of labour. If finance is by taxation, it 
be nearly all offset, since there is only a transfer of, 
no addition to, purchasing power. 1 But, even so. 
fixed quantity of purchasing power may now 
te a greater demand for labour, and a smaller 
and for other factors of production, than it would 
rwise have done. If. on the other hand, finance is 
oan, the possibilities of an increased demand for 
ur are much greater, since purchasing power may 
ncreased through an expansion of credit, and 
rtunities provided, which might otherwise be 
ng, for the full use of new savings in new invest* 

. Putting the argument in another f otto, there 
re a net increase in the demand for labour, and 
: a net reduction in unemployment, in so far as 
nutated stocks of goods are drawn upon, which 
f otherwise have fain idle. And in a trade 
ssion, large stocks of this kind are generally 
ble. 
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Further, the unemployed and their dependants are 
In any case maintained out of the proceeds of taxes, 
public loans or other sources of public or private 
contribution. If public works are undertaken, and 
especially if these are of such a kind that wages form 
a large proportion of their cost, a small increase in 
expenditure, as compared with what would be required 
to maintain the unemployed in idleness, may result in 
a comparatively large increase in employment and in 
production. It only pays private enterprise to employ 
an unemployed man, if the value of his work will be 
not less than his wages. But, on the same footing, it 
pays a public authority to employ him, if the value of 
his work will be not less than his wages minus the cost 
to the authority 0/ maintaining, him and his dependants 
when he is unemployed. The effect of a public works 
policy, which increases both production and purchasing 
power and reduces unemployment, is felt on both sides 
of the budget. It increases the yield of taxes at given 
rates and diminishes expenditure on the maintenance 
of the unemployed. 

There is, therefore, considerable scope for a policy, 
by which public authorities will thus help to steady 
the demand for labour and diminish the great 
waste of productive power which trade depressions 
involve.* But such a policy, to be effective, pre- 
supposes the preparation in advance of detailed 

tincincs of trade depression 
nee," a public authority 
by talcing 
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s, and the power to act quickly, when the n«< 


But public works should not be regarded 
as a device for steadying employment. They 
:her merits, and an important place, as was 
in Chapter XVIII, in policies designed to 
production. Used for this purpose, it was 
n Chapter XIX that, from the point of view of 
lion, they are better financed by taxation than 
. This last argument is reinforced by mother, 
ads us back to the problem of steadying 
rent. It is held by some economists, though 
v of the matter is by no means universally 
, that the trade cycle is traceable, through an 
in the supply of money, to an undue increase 
;mand for consumption goods, which throws 
iployment resources devoted to the production 
I goods, thus causing the familiar transition 
m to slump. Those who hold this view admit 
;e unfortunate results need not follow, it 
■ private saving were to increase sufficiently 
t that " undue " increase in the demand for 
ion goods which, according to this theory, 
to time upsets the balance of industry. But 
titution of more voluntary private saving for 
sumption would give stability, so equally 
e compulsorypublicsaving. If, therefore, this 
:rue, the cure for instability is to be found in 
taxation, levied at the appropriate time, to 
r capital construction by way of public works. 
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§ 4. The discussion contained in this and the two 
preceding chapters indicates the wide range of objects 
which wise public expenditure may serve. We may 
bring this part of our enquiry to an end by emphasising 
once more the fundamental proposition, which in 
different aspects has been emphasised several times 
before. The central problem of public finance is no 
less, and no more, than the problem of securing the best 
disposal ol the economic resources of the community, 
in so far as public authorities can influence this 
disposal. 




PART IV 


PUBLIC DEBTS 



Chapter XXI 


THE GENERAL CHARACTERISTICS OF PUBLIC 
DEBTS 

§ I. One method by which a public authority may 
obtain income is by borrowing. The proceeds of such 
public borrowing form part of public receipts, or public 
income. On the other hand, the payment of interest 
on, and the repayment of the principal of, the public 
debts thus created, form part of public expenditure. 
The correlative of public debts is public assets. The 
debts of most national governments, however, greatly 
exceed their assets, chiefly because most of these debts 
are war debts. But some public authorities, especially 
local authorities, most of whose debts have been 
incurred in the purchase of land and material capital, 
have assets in excess of their debts. 

A distinction is often drawn between " reproductive 
debt " — an absurd phrase — and “ deadweight debt.*' 
The former is debt which is fully covered, or balanced, 
by the possession of assets of equal value ; the latter 
is debt to which no existing assets correspond. Public 
debt, which is fully covered by public assets, is like 
the capital of a company, and the creditors of the 
public authority like debenture holders. The interest 
on reproductive debt is normally paid out of income 
derived by the public authority from the ownership of 
ha property or the conduct of its enterprises. The 
interest on deadweight debt, on the other hand, must 
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external loan must, except under military or other 
coercion, be voluntary. An internal loan only involves 
transfers of wealth within the borrowing community — 
which in this case is the same as the lending community; 
an external loan involves, first, a transfer of wealth 
from the lending to the borrowing community, when 
the loan is made and, second, a transfer in the reverse 
direction, when interest is paid or principal repaid. 
An external loan may be gradually transformed into an 
internal loan through the purchase by members of the 
debtor community of public securities held by foreigners. 
Similarly, an internal loan may be gradually trans- 
formed into an external loan by sales to foreigners of 
public securities held by members of the debtor 
community. 

‘ § 3. In the third place, a loan may be for a long, 

or for a short, term. This is a distinction of degree. 
The extreme example of a long term loan is British 
" Old Consols," the principal of which need never be 
repaid. The extreme example, in British practice, of 
a public short term loan is the Treasury Bill, repayable 
after three months. It is common, in moderately long 
term borrowing, to fix two dates, after the earlier of 
which a public authority may, and at the later of which 
it must, repay the principal. Long term debt gradually 
turns into short term, as its date of repayment 
approaches. Like a boat which seemed securely 
beached on the shore, it is sooner or later floated off 
on the rising tide of time. Old Consols, alone of 
British government debts, lie securely above time’s 
high water mark. 

Hence the distinction often drawn between 
'* funded ” and floating ” debt, roughly equivalent 
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More a distant date is an additional inducement to 
lenders, if they anticipate that the rate of interest will 
fall. For the public authority is then binding itself not 
to take advantage of this fall in order to convert the 
debt into another at a lower rate of interest. For 
example, if a government borrows at five per cent, at 
par, and if, a few years later, the rate of interest fails 
to four per cent., it can then borrow at four per cent, 
and with the proceeds of this new loan, unless it has 
bound itself not to do so, can compulsorily repay theold, 
thus saving one-fifth of its annual interest charges, 
while the original lenders on reinvesting their money 
will only be able to obtain four-fifths of their previous 
interest on the same class of security. 1 On the other 
hand, to make debts repayable at an early date is an 
additional inducement to lenders, if they anticipate 
that the rate of interest may rise. For they will then 
be protected against capital depreciation and will be 
able, when repaid, to reinvest their money at the 
higher rate. 

There are other special inducements which may be 
offered to lenders by a borrowing public authority, such 
as exemption from its own taxation of the income from 
its own securities, the right to tender these securities 
at a price above the market price in payment of taxes, 
the right of conversion into subsequent loans, if issued 
at a higher rate of interest, the right to repayment at 
a premium, and so on. Special inducements of this 
kind are substitutes for the higher rate of interest on 
the loan which would otherwise have to be offered in 
order to induce sufficient subscriptions. And most of 

'jjX jy * ortller discussion of such " conversion operations “ see 
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1 S«« Ch. X. JO, footnote. 
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The proposal to substitute aJ variable for a fixed 
rate of interest would, however^ probabiy^encounter 
prejudice on the part of many invWor^w’ho'Sftr'Stilt'' 
ignorant or distrustful of the uses of uj^e^n uVrtb ofj. 45 
§ 6. It has already been remarked thal 7 "SJ In* uj 
most national governments, and particularly European 
governments, are concerned, the bulk of their public 
debt is deadweight debt incurred for purposes of war. 
This is not a new development since 1914 The 
British Government for several hundred years has 
increased its debt by a large percentage at each 
successive war, by which our history is illuminated, and 
has never succeeded in wiping out these increases before 
the outbreak of the next war in the series. The British 
national debt of 1914 was, in part, incurred during the 
wars against the French more than a hundred years 
before. 4 Nor was the British Government peculiar in 
thus preserving from generation to generation financial 
mementos of " old unhappy far off things, and battles 
long ago." Other governments showed a like venera- 
tion lor the past, each according to its antiquity and 
its historic capacity to fight and to borrow. But an 
historical explanation is not a justification. If past 
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Chapter XXII 


THE BURDEN OF PUBLIC DEBTS 

§ z. The nature of the burden of a deadweight 
public debt is often misunderstood. The direct burden 
of an external debt is, indeed, a simple matter. During 
any given period the direct money burden i$ measured 
by the sum of money payments, for interest and 
repayment of principal, to external creditors, and the 
direct real burdeD by the loss of economic welfare, which 
these payments involve, to members of the debtor 
community. If the direct money burden is given, 
the direct real burden will vary according to the 
proportions in which various members of the community 
contribute to the required money payments.- If these 
are made mainly by the rich, the direct real burden will 
be smaller than if they are made mainly by the poor. 
Putting it another way, the money payments are used 
by the external creditors to obtain goods and services, 
which would otherwise have been at the disposal of 
members of the debtor community. The latter are, 
therefore, deprived of goods and services to this 
amount, and the resulting direct real burden will 
depend on the way in which this deprivation is 
distributed. 

‘ The indirect burden of an external debt, whether 
money burden or real burden, arises from the check to 
production due. first, to the taxation required to meet 
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of wealth within the community. It follows that there 
can never be any direct money burden, or direct money 
benefit, of an internal debt. For all the money pay- 
ments cancel out. A, as a taxpayer, makes certain 
payments, for interest on the debt or repayment of 
principal, and these payments, minus a small proportion 
to cover the expenses of management of the debt, are 
received by B, who is a public creditor by reason of his 
holding of public securities. Often A and B are the 
same person. 

The debt will Involve a direct real burden or a 
direct real benefit to the community, according to the 
nature of this series of transfers from taxpayers to 
public creditors. Primarily it will bring burden or 
benefit, according as the transfers increase or decrease 
the inequality of incomes. The question, therefore, 
depends upon the distribution ol taxation on the one 
hand, and of public securities on the other, among 
different members of the community. Roughly 
speaking, there will be a direct real burden, if the 
proportion ol taxation* paid by the rich is smaller than 
the proportion of public securities held by them. There 
will be a direct real benefit if it is larger. If the British 
debt consisted exclusively of Savings Certificates held 
by wage earners, and if British taxation consisted 
exclusively of income tax and death duties on the 
wealthy, the British debt transactions would involve 
a large direct real benefit to the community. But the 

* It is impossible, io an ordinary budget, to separate the taxes 
which go to pay debt charges irons the taxes which go to pay lot 
armaments or education. But we can calculate the proportion ol 

the debt charges to the total expenditure, and can then legitimately 

assume that this same proportion o i the taxes paid by any individual 

goes to pay debt chargee. v 
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actual facts arc very different from this, both in this 
country and elsewhere. Owing to the large inequality 
of incomes, which is a feature of nearly all modem 
communities, public securities are held mainly by the 
wealthier classes, either directly, or indirectly in the 
form of shares in companies which themselves hold 
public securities among their assets. On the other 
hand, taxation, even if progressive, is seldom likely to 
be so sharply progressive as to counterbalance, among 
the wealthier classes, the income derived from public 
securities.* In the vast majority of actual cases, 
therefore, an internal debt involves a direct real 
burden. 

Nor is this all. The transfers of wealth involved in 
the service of an internal debt are not only transfers 
from the poorer to the richer members of the com- 
munity. They are also transfers, on balance, from the' 
younger to the older generations, and from the active 
to the passive elements in the economic life of the 
community. There is a general presumption, on 
grounds of distribution, against the enrichment of the 
old at the expense of the young, and this is greatly 
strengthened when the instrument of enrichment is a 
War Loan, to which the old have subscribed in 
comparative safety, while the young have been risking 
their Jives in battle. Here, if nowhere else in the sphere 
of public finance, the voice of equity rings loud and 
clear. There is also a general presumption, on grounds 

* More precisely, the progress! vece*s ol the tax system is pot 
hide to be greater than the ngressi vroess ot the grants paid, in 
the form ol interest, to the holders olpu the securities. Kepajmest* 
of principal us not grants, but purchase price*, soil do not enter 
into the expendi ture nje of this calcula tion. Cut the corrtepQBdifii 
tax payments do enter into the taxation side- 
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oi production, against the enrichment of the passive at 
the expense of the active, whereby work and productive 
risk-taking ace penalised for the benefit of accumulated 
wealth.' 

§3- Again, as a genera] rule, an internal debt 
involves an additional and indirect burden on a 
community and, as already ohserved, an external debt 
does the same. One reason for this is that the taxation 
required for the service of the debt tends to check 
production, in so far as it reduces taxpayers’ ability 
and desire to work and save. Another reason is that 
short-sighted " economies " in desirable social expendi- 
ture are particularly likely to be made, when heavy 
taxation is required to meet debt charges.* 

So far as the evil effects of taxation are concerned, 
it might be supposed at first sight that these would be 
balanced, in the case of internal debt at any rate, by 
tbs good effects cl expenditure to meet the debt 
charges. But this is not so. 

In the case of an external debt, any effect of taxes 
in checking taxpayers’ ability to work and save is 
dearly irremediable, so far as the debtor community 
is concerned. For it is the external creditors, and not 
members of the debtor community, whose ability to 

* It tu beta objected to tins enalyus tbit s i mil a r injutious 
transfers lie found elsewhere in modem economic systems, tod thit 
these evils are not. therefore, peculiar to the finance of public debts. 
This statement is true, but it cannot be regarded as an objection 
It is rather an invitation to seek to remove these evils elsewhere, 
as well as here. 

• Compare Chs. XVIII-XIX. where it is Incidentally pointed 
oat that certain sorts oi social expenditure, education being the 

, leading example, tend not only to increase production, but also to 
reduce the inequality of incomes. To reduce such expenditure is, 
therefore, to impose a two-fold burden on the community, first, in 
reduced production and, second, in increased inequality. 
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is a class,' it is possible that a transfer of wealth from 
the latter to the former may increase the effective desire 
to save of the community as a whole. This possibility 
counts for something, but not for much 

§ 4, Nor have we yet come to the end of the story. 
Nearly all deadweight public debts originate in time of 
war and it is a peculiarity of such times that both the 
general level of prices and the rate of interest are 
unusually high, the former owing to reduced production 
in many directions combined with floods of paper 
money, the latter owing to shortage of real capital 
combined with a large and inelastic government demand 
for loans. A public debt, thus originating as a war 
debt, is almost certain, for the reasons already discussed, 
to involve both a direct real burden and an indirect 
burden upon the warring community. Other things 
being equal, the larger the debt, the heavier the burden. 
Now, if the debt Ungers on. unpaid or unrepudiated, 
into the succeeding period of peace, and if, as is likely 
when economic conditions become gradually less 
abnormal, both the price level and the rate of interest 
begin to fall from their war-time heights, the burden of 
the debt does not remain constant On the contrary, 
it automatically increases. As prices fall, the amount 
of real wealth, which corresponds to a given money 
payment, increases, and thus the transfer of real 
wealth, by way of interest, from taxpayers to public 
creditors increases, and thus both the direct real 
burden and the indirect burden of the debt increase. 
And again, as the rate of interest falls, the market 
value of public securities rises, and thus the money cost 

1 E** h itltrsil creditor ctmotmg. in lu* in pKJjiorUoO to 
* JI »od rath taxpayer in proportion to bll payment*. 
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''t f» payment of 4 pv»n prusopal jum increases, and 
!?!•»* t. 1 *« (ttmfet of f<*jJ wraith. by way of such 
ffpurtwnt. fr m t upayrrs to public creditors ihcreajej, 
j.s<l thus th«r bur !f-n of tho debt, in both its loms, 
irvf* 4 w*.' ,\n*t when the price level and the nte of 
intmxt fill tui^ffirr. tiir-w forces nuking lor an increase 
tfi* of t&* <i«*bt reinforce each other 

) ) Hi** argument of the preceding section poia 
tii the co/khiwt>n that deodwcght public debts shoo, 
cut U> lightly created. " The evil that men do livi 
■iltrt them " u 4 nt motto for those statesmen wfc< 
fallowing tradition and the path cf least resisting 
rely upon internal loan.* and currency iadation. rathe 
than upon straightforward taxation, as the chief mean 
of financing war Their on ly excuse can be that in ; 
community, which is ignorant of economic truths oj 
unduly dominated by narrow sectional interests, thi 
war spirit thrives best and '* civilian morale " is best 
maintained on short-sighted and unsound finance. 
And even this excuse is not always validL 

But for the currying out of schemes of economic 
development in time of peace, finance by internal loans 
stands on a more legitimate footing. For public debts, 
which are the means of creating public assets yielding 
an income suiEcien t to cover the debt charges, throw 
no burden on the community. But even in such cases 
it would often be better to rely more on taxes and 
less on loans, so as to avoid the needless breeding of 
unearned income, and in order that, as the schemes 
matured, there should result, not merely no burden. 
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but a positive benefit due. in effect, to compulsory and 
collective saving.* Where, however, the total new 
expenditure on such schemes is large and very variable 
from year to year, the inconvenience of correspondingly 
large annual variations in taxation justifies the use. in 
moderation, of internal loans, provided these arc repaid 
within a reasonable time. Likewise, as has been argued 
eariicr, when an expansion of credit is desired, loans Iot 
public works arc often the best means to this end. 

The justification of external loans rests on different 
grounds. In time of peace external debts may 
legitimately be contracted by governments controlling 
Urge, undeveloped natural resources, the rapid develop- 
ment of which is too big a task for their own subjects 
to perform unaided Tins is the broad justification of 
the external debts of the British Dominions and the 
South American Republics For taxation, which is 
often preferable to an internal loan, is not a practicable 
alternative to an external loan. In time of war, again, 
an external loan is often the only practicable means of 
financing imports on the scale required. It is some- 
times also the easiest, if not the only, means of 
re-establishing on a tolerable basis systems of currency 
and public finance, which war and revolution have 
shattered. 

§ 6. We may conclude this discussjon by examining 
two misconceptions, which have occasionally found 
influential support. The first is the idea that the burden 
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mrfi . su ggestion is that this result can be secured by 

dJhteh »° UrS 1 VeS t0 l“>Mg the interest on present 
debts, but mating no repayment of the prindpa 
i here is. however, some mental confusion here. Whoa; 
it this pohey is adopted, will posterity pay ? Not us 
who mU be out of sight and out of mind in the daw o, 
posterity, but part of itself. For what will happen will 
be that some members of posterity will pay other 
members. Future taxpayers will pay future bond- 
holders and. unless some new factor intervenes to stop 
K this process will continue indefinitely. The process 
WU, however, be brought to an end at some point in 
e future, if a policy of repayment is consistently 
pursued, and this policy will mean that, over a given 
penod, taxpayers, present and future, will pay bond- 
holders, present and future, not only interest, but 
principal also. The burden of a public debt ij not 
* ihing which can be thrown backwards and 
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forwards through time and made to fall, at will, wholly 
on one generation or wholly on another. It is, so long 
as the debt remains, a continuing thing, the nature of 
which has been analysed in earlier sections of this 
chapter. The total burden of a given debt, through 
time, tends to be greater, the longer the period through 
which the debt endures. Repayment, therefore, tends 
to diminish this total burden and so to benefit posterity, 
while failure to repay tends to burden posterity. But 
failure to repay tends also to burden the present 
generation and the process of repayment brings present, 
as well as future, benefits. In securing the early 
clearance of a public debt, there is, in large measure, 
a harmony of interest between ourselves and posterity. 

§7. I turn to the second misconception noted 
above. It is sometimes argued that the burden, if any, 
of an internal debt can be wholly removed by 
appropriate changes in the tax system, without any 
repayment, and also that a mere process of repayment 
removes no real burden. These two arguments are 
connected in the realm of practical advocacy, but may 
be separated in the realm of logic. 

The first argument is logically valid as regards 
the direct burden, which consists, as we have seen, 
of the effects of certain injurious transfers of wealth, 
from the poor to the rich, from the young to the old, 
and from the active to the passive. A tax system is 
conceivable, under which, in conjunction with the debt 
payments, no such transfers would occur. Each tax- 
payer. for example, might pay towards the debt charges 
a sum exactly equal to that which he received as a 
public bondholder. We may, indeed, carry our 
imagination still further and conceive ol a tax system. 
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in fact ' ^ transformed into a direct benefit. But. 
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m ght greatly weaken them. The argument, II, ere/ore 
falls to the ground. 

The second argument stresses the fact that th 
repayment of, say, £100,000.000 of debt per year, J 
a burden on taxpayers, from which, in the absence 0 
repayment, they would be free, and the farther fac 
Hat on repayment, these £100.000,000 are reinvested, 
so that the distribution 0/ income, and the total oi 
private property, remain una/iecird. Inpayment, 
erelore, it is argued, removes no burden, but, on the 
contrary, imposes one. But this is not a found 
argument. For, as against the burden 0/ £100.000,000 
on taxpayers tins year, must be set two gains, first, the 
con intung benefit to taxpayers of not having to pay 
interest on this sum in the fature and, lecond, the 
continuing benefit to the community in securing, 
rorough the reinvestment of the £100,000,000, 4 Urjtr 
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addition to capital resources than would have accrued, 
if the £100,000,000 had not been collected in taxation, 
but'had been partly spent on immediate consumption 
Further, the distribution of income, and the net annual 
value of private property, will be affected by the way 
in which the £100.000.000 of taxation are raised. 
Distribution may, if we choose, be made less unequal 
and the net annual value of private property may be 
diminished. Thus this second argument against a 
policy of repayment, like the first, falls to the ground. 

$8. The burden of a public debt, or, what is 
another way of stating the same thing, the benefit of 
its disappearance, may be thus exhibited Assume that 
all public bondholders follow the example which an 
eccentric and high-minded minority has already set, 
and voluntarily surrender their War Loan scrip and 
similar public securities.' The immediate result, leaving 
moral uplift out of account, would be a diminution of 
inequality, and of the proportion of the community’s 
wealth held by the older generation and by passive 
proprietors generally. There would also be some 
change in the relative position of various institutions 
and companies, according to the proportion of their 
assets which had previously consisted of public 
securities. But a further result would be manifested 
through the national balance sheet. On the expendi- 
ture side, a large proportion of the previous liabilities 
would sipiply vanish, since no more payment of interest 
or repayment of principal would be required In many 

1 Thu has been done, not only m England, but, far more 
dramatically, in Fascist Italy, where Signor Mussolini on the Sixth 
Anniversary of the March on Rome, in October, 1928. burned 

S iblidy on the Altar of the Fatherland, before tho Tomb of the 
nkoow® Soldier, surrendered bonds worth £1,500,000 
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Chapter XXIII 

THE REPAYMENT OF PUBLIC DEBTS 

§ r. An obvious way q f escape from the burden of 
public debts is to repay them. Another, which may 
seem even more obvious, is to repudiate them. Let us 
begin by considering this second possibility. If 
contracts between a public authority and its creditors 
are repudiated, while other contracts remain in force, a 
particular group of property owners is penalised, while 
all other groups are unaffected, and may even gain 
through subsequent reduction of taxation. There is a 
clear argument from equity against such a discrimina- 
tion. If, on the other hand, all contracts involving 
payments to property owners are repudiated simul- 
taneously, no discrimination against a particular group 
is involved and the previous argument from equity 
loses its force. But we are now contemplating a social 
revolution, the results of which might be held to be 
inequitable to property owners as a class. Some bold, 
however, that a rfgxme ol private property, especially 
if it involves great inequality, is itself inequitable. 

- Turning from considerations of equity to probable 
economic consequences, it is obvious that a public 
authority which repudiates its debts, whether as a 
mere incident in a social revolution or as an isolated 
act of policy, will have difficulty, at any rate for some 
time, in floating further loans. This is a strong 
argument against repudiation, except where the debt 
to be repudiated is larger than the loans likely to be 
required in the near future. 

•«* s* 
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There is, however, another argument againsi 
repudiation. Particularly in the case of an external 
debt, there will be a danger of provoking aggressive 
action against the repudiating government on the part 
of the aggrieved creditors. The possible methods of 
aggression are many, overt military action, underhand 
support of enemies of the government, trade boycotts, 
campaigns of ** propaganda," and so forth. All these 
methods were employed by the creditors of the Soviet 
Government in the years following 1917, and inflicted 
great economic injury upon the people of the Soviet 
Union. There is, therefore, on economic grounds alone, 
a strong frima facie case against repudiation. 

But this case sometimes weakens with the lapse of 
time. Old memories 0/ repudiation may grow faint, 
new lenders on tolerable terms may be forthcoming and 
the government, which repudiated old debts years ago, 
may, if it pays new debts faithfully, regain the goodwill 
of its neighbours. It is not obvious, nearly twenty 
years after the event, that, on a Jong view, the 
Soviet Government was not wise in its early repudia- 
tions. 

§ z. Since the Great War, and still more since the 
start of the Great Depression in 1929, there have been 
interesting developments both in the terminology and 
the technique of repudiation. This has been renamed 
" default," *' suspension of payments/' " transfer 
moratorium." " Jiepudiation " sounds provocative, 
wilful and unnecessary. These softer synonyms suggest 
inevitability, honest and regretful inability to pay. a 
chance of payment soon, though not at once. A 
" transfer moratorium " b a particularly soothing 
conception. The creditors* money isquitesafe; it has 
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been collected by the debtor government and lodged in 
a bank; unfortunately, for the moment, difficulties 
connected with the foreign exchanges make it impossible 
to pay it over. 

On a variety of pretexts since 1929 many govern- 
ments, and some lesser public authorities, have ceased, 
diminished or postponed payments on their external 
debts to private creditors. Payments of the inter- 
governmental debts, arising from the Great War,' have 
nearly .all stopped, following a " gentleman's agree- 
ment " between some, but not all, of the governments 
concerned at Lausanne in 1932. 

As regards internal debts, some governments have 
reduced the rate of interest on existing debts, either 
by compulsory conversions, as in Australia and New 
Zealand, or merely by decree, as in France. Stnctly 
this is a partial repudiation. But it has usually formed 
part of a programme of economies, designed to balance 
the budget by deflation. It is not, therefore, a case of 
special discrimination against public creditors, but 
rather an attempt to make these share in the sacrifices 
imposed on other classes. And this attempt is defended 
on grounds of equity. 

Inflation, far more thoroughly, has destroyed the 
value of fixed money claims, including public debts 
both internal and, where the debt is measured in the 
debtor's currency, external. This, too, has been called 
by some " repudiation." But, as in the preceding case 
of deflationary revision, there is no special discrimina- 
tion against public creditors. All with fixed money 
incomes are hit equally hard, and all with sticky money 
incomes nearly as hard. And, unlike the preceding 

1 For a further Akuiioo of Uoe dtbti in Cb XXV. 
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case, there i3 no change in the loan of the debt contract, 
but only in its practical meaning. 

The general conclusion is that, except in settled 
economic weather, loans, even to the most respectable 
governments, carry risks, and that sudden storms may 
wash away even the most reasonable and established 
expectations of creditors. And in recent experience it 
is surprising how little, in most cases, and for how short 
a time, the public credit suffers. 

§ 3, We may now turn from repudiation, a topic 
the mere discussion of which may seem disturbing, to 
the more comfortable theme of the repayment of public 
debts. This is a fair weather theme. But even here 
there is no t much immediate comfort for taxpayers, who 
are confronted with various disagreeable alternatives- 

The chief decision, which has to be taken, is how fast 
repayment shall proceed. For the purpose of this 
decision, an external debt is analogous to the debt of a 
private person, but an internal debt is not. The rate, 
that is to say, at which an external debt should be 
off, depends upon the wealth of the debtor community 
in relation to the amount of the debt The greater the 
wealth, and the smaller the debt, the faster should the 
debt be paid off, and conversely. The rate at which 
an internal debt should be paid off, turns upon different 
considerations, for in this case repayment involves, 
not a subtraction from the wealth of the community 
for the benefit of outsiders, but only a transfer of wealth 
within the community. 1 Here there is a strops 

« The one, in the language cl C h. XVI, 55. U real, or extuoih 
expenditure, the other tiiister expenditure. For thia ree*°f 
Unified British Judge (Mi Justice Younger) *a» too aooiniary 
he said some yean ago that the national debt *u " eating op » “T* 
part ot the income of the country.'' 
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argument for rapid repayment, whatever the wealth 
of the community and whatever the size of the debt. 
Indeed, in contrast with the case of an external 
debt, the argument for rapid repayment is stronger, 
the greater the burden of the debt, which means, 
in general, the greater its size. The analogy for 
the taxpayer is the choice between having an aching 
tooth out quickly (without gas) or letting it continue 
to ache. 

If the debt is only repaid slowly, with the aid of a 
comparatively small sinking fund, the burden of interest 
payments will only decrease slowly and there will be, 
in addition, a long continuing burden due to the sinking 
fund payments. There is likely, therefore, to be a long 
sustained check to productivity and to beneficial public 
expenditure. If, on the other hand, the debt, or at any 
rate a large fraction of it, is repaid quickly, by means of 
special but short lived taxation, the burden of interest 
payments will diminish quickly, while the additional 
burden of taxation for repayment will be heavy while 
it lasts, but will not last long. The check to pro- 
ductivity and to beneficial public expenditure will, 
therefore, be greatly lessened in a comparatively short 
time. For/ as we have seen in the last chapter, the 
effect upon the budget of large reductions in the debt 
charges will be to make possible considerable reductions 
in taxation, simultaneously with considerable increases 
in desirable forms of public expenditure. 

On the other side, as against the policy of rapid 
repayment, it has been argued that the heavy taxation 
required, even if short lived, would cause panic in tbe 
business world, would ruin many businesses and would 
be administratively unworkable. 



PUBLIC DEBTS 


270 


§4. The proposal to institute a special debt* 
redemption levy, or " capital levy ” as it is often called, 
led, in several countries, to one of the major political 
controversies of the early post-war years. On this 
practical issue competent economists were divided 
among themselves, and some changed sides at short 
notice. A similar division, and instability, of opinion 
was shown in other circles, political, administrative and 
industrial, no less than academic. Of those who 
ventured to be vocal on this political issue, most 
British economists, following in the footsteps 0/ 
Ricardo,* were in favour of a capital levy immediately 
after the war. But later most declared against it. In 
two British general elections, those of 191a and iqij, 
it was the most favourite subject of debate. But sinco 
the appointment of the Colwyn Committee on NitiaaiJ 
Debt and Taxation in 1923, and slid more since the 
Report of that Committee in 1927 and the coming 0/ 
the Great Depression in 1929, it has faded out of the 
foreground of public interest. 


* 1 Ucajio, wha cmaot fc* tccuud oi r*nJdU^o*if 

opinion* or of Utk of buuau* r/pertroc*, itmottf iufportwl » 
up>U) Uvy *it*r lh» XxjvJeouc \V*»» lit b«U Uut ~ a union r 
•tiii t » 1 accamuUt«l 4 U/f» debt U pl-uxJ la a noil riuSiul 
utiubon. A inuntry »twJ> tu* in»U«*l UttU U t** 

•tu&culux* »t»«oJu3j U>i» *rt>fi*-ul ijitira would 4 tl wM*iy hf 
itoaotzucg lu tU Itoa them. *t Iht MtnJtr ol taf of lit 

Wv[«l» «bi<4 wiM lx a »a«/f to rwfxxot Ux Jti-L 
Tti» wdirtam Uu btta olUa rxtotflroenJrd. but »• t4»«, I «*fr 
natbx/ Witiiom 4/10414 b. tiol »ufux raui/jjh. to iV' | WrrM. 
p. l i'il Rjccntowu n<£i« to ti» riLmuli cl IS* 
u Lx U/Ol/lta) iL/ni, of tix (x.i.’itUO* of ll»>x iJ4)l V* <*(■<•** 
Urj »** I/Bpoxnj JiJi lb* ViitviixA*. »»r a 1/ Itixjr U. kxj »V»l"*a 
*aJ Wt/x, txJ « «u/pri -ag ma cl Ink. wXek •"> 

fcxvx foreseen Tfc« txxl Luclcn pxr L/x.1 of tt* Bxtioftx; J«M 
4Je*ll* >*1x4x0 tLx sxrt b-a-Jlwl fill by tin BoplM *l««i** 

gru»lU cl wiUX {x.pfcinu/4 xa.J (fj.| [/uJx^lx.4 !•*» *4 *►>* 
rcp«Qfi..a cl f»-l L,(tux x c*a Lx loulnl oa tosUf 
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The great majority of expert British opinion judged 
that a capital levy was administratively practicable in 
this country, though some added a proviso that there 
must be a reasonable measure of co-operation by the 
banks and the general body of contributors. Many, 
especially in the earlier stages of the controversy, 
attached great importance to the reduction of our 
then unprecedentedly high annual taxation, which the 
carrying through of the levy would make possible, and 
to the removal of the risk that a heavy fall in prices 
would greatly increase the real burden of the debt In 
later stages of the controversy the following arguments 
combined to change the minds of several high authorities 
who had previously supported the levy, and to create an 
adverse majority among the experts. My own opinion 
throughout the controversy has been, and still is, in 
favour of the levy as the best policy, on merits, 
for dealing with the debt. I, therefore, attach 
my own comments to the series of arguments which 
follow. 

First, the evil effects of high annual taxation on 
business enterprise and production in general has been 
much exaggerated. I agree with this argument. 

Second, annual taxation has already been much 
reduced, without the aid of a capital levy, since the end 
of the war. I consider that much of this reduction has 
been unjustified, having been at the expense of an 
adequate sinking fund and desirable public expenditure 
The indirect burden of the debt, in the form of a check 
to such desirable expenditure, seems to me to have 
been very heavy in the post-war years. Successive 
“ economy campaigns " against the social services have 
done much harm. 
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year. The consequential loss of revenue would be much 
higher than was at first supposed. In view of this, the 
levy would hardly be worth while. I ara not quite 
satisfied that the official estimates of consequential loss 
of revenue are not too high. But this factor is certainly 
more serious than I, and many others, at first imagined. 
Pro lanlo, it weakens the case for a levy on the scale 
originally proposed. But I do not think that it 
disposes of this case and, on the other hand, it 
strengthens the case for a levy on a stiffer scale than 
that originally proposed, in order to secure a net 
saving that shall seem worth while. 

Sixth, the prolonged trade depression, in which we 
still find ourselves, makes the time inopportune for a 
levy. I agree that this is a strong argument for the 
postponement of the levy, but not for its abandon- 
ment. 

Seventh, psychologically the time for the levy has 
passed. As the war recedes, and public opinion 
becomes accustomed to the debt and its more obvious 
consequences, it is increasingly difficult to arouse 
sufficient interest or political driving force to put the 
levy through. 

I think there is much truth in this view of things 
and I regret it. Though the war has receded and the 
years have passed, the debt has not passed, and its 
real burden, in terms of commodities, has doubled since 
prices reached their peak in 1920. So long as the debt 
has not substantially diminished, the case for the 
levy, as the best policy for dealing with the debt, is 
not, in my judgment, substantially weakened. But I 
recognise that my judgment on this point is not shared 
by many whose opinion I respect. 
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that opportunity, too, was allowed to slip and, as time 
passed, the reality of the distinction between war wealth 
and other wealth quickly faded. Since then , the coming 
of the trade depression has intensified timidity, while 
the fall of prices and of the rate of interest' have already 
greatly increased the burden of the debt It may be 
that, in the end, we shall be driven back to the policy 
oi a special debt-redemption levy, as the only way out 
of an otherwise intolerable financial situation. It may 
be, on the’ other hand, that the time for such bold 
policies of debt-redemption has. in truth, gone by, and 
that we must be content with more gradual and less 
dramatic alternatives. 1 now turn, therefore, to the 
consideration of these.* 

§7. Barring out inflation, which has been con- 
sidered above, and conversion, which will be considered 
in the next chapter, these alternatives consist of a 
number of varieties of the policy of the sinking fund. 
The phrase " sinking fund,” the meaning of which is 
not self-evident, signifies simply a debt-redemption 
fund. The creation and maintenance of a sinking 

• The fall 0! the rate of interest increases the capital value, and 
hence the cost of redemption, of the debt in all its forms, except 
those which are maturing in the very near future. On the other 
hand, it facilitates conversion of maturing debt. 

* Having regard to the part which I have taken in the capital 
levy controversy, it would have been a foohsh affectation to conceal 
my personal views on this subject, which were developed at greater 
length in my Capital Ltvy Explained (Labour Publishing Company, 
>923). now out ol print, and in my evidence belore the Colwyn 
Committee in 1915 For a fuller expression of other views I recom- 
mend the reader to study the Report of tho Colwyn Committee and 
the evidence of other witnesses before it, especially Professor Pigou, 
llofessor Scott. Mr. Keynes and Mr Petbici Lawrence. Professor 
Pigou has pointed out that a debt-redemption levy, to yield a given 
sum, ought be assessed on the basis, not of a person’s capital, but of 
his income Administratively this would be easier Earned income, 
if assessed at all. would pay substantially less than unearned income 




PUBLIC DEBTS 


ruMc “ 


which is fed, not from" 


repayment of debt. A sinking fund 


revenue but from new borrowings. 


is not a true sinking fund at all. For in this case no 
net redemption of debt is taking place, but only a 
replacement of old debts by new. 

A sinking fund may be definite or indefinite. Either 
a definite provision for repayment may be made, or an 
indefinite provision dependent on circumstances which 
are argely for tuitous, as, for example, when the sinking 
fund consists of the surplus, if any, of revenue over 
expenditure in a given year.* 

Definite sinking funds may be classified from three 
points of view ; first, according to the length of the 
period required to repay the whole debt; second, 
according to the distribution of the sinking fund 
payments over this period ; third, according to the 
distribution of the sinking fund payments as between 
different forms of debt. Under each of these three 
heads something may be said as to the principles which 
should govern policy. Primarily, what follows applies 
to internal debt. External debt, as explained above, 
stands on a different footing. 

First, as to the period to be allowed for complete 
repayment. The argument of the preceding sections 
of this chapter suggests that the period should be as 
short as possible. A special debt-redemption levy, 
which paid off the whole debt at one blow, would be the 
limiting case of a sinking fund with a very short period. 
Even where such heroic measures are for various 
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reasons impracticable, we are still left with a strong 
presumption in favour of a comparatively short 
period of repayment.' This presumption is further 
strengthened by another consideration. Where a debt 
is incurred by a subordinate public authority, for the 
creation or acquisition of tangible assets, in the form of 
capital goods, it is common for a condition to be 
imposed by a superior public authority, e.g , by the 
British Parliament upon British local authorities, that 
the debt must be repaid within a fixed period. This 
period has some relation to the natural life of the 
capital goods and the sinking fund is, therefore, in such 
cases, equivalent to a depreciation fund. The principle, 
which in general is a sound one, is that, by the time the 
capital goods are worn out, the debt should be paid off 
It is applicable to all reproductive, as distinct from 
deadweight, debt. War debts, however, have few 
tangible assets, if any, to be set against them. It 
follows that the appropriate period for their repayment 
is shorter than that appropriate to a debt incurred 
for productive purposes. It follows, also, that the 
proceeds of the sale of war stores should be earmarked 
for debt reduction and not treated as ordinary revenue. 
The appropriate period for the repayment of the 
British war debt may, perhaps, be estimated, on this 
basis, at about thirty-five years* Mr. Churchill, on 

* The danger that a Urge sinking lund may depress trade, by 
causing savings to exceed investment, and the way ol escape from 
this danger, have been discussed in Ch XVIII, §0. 

* So Edwm Canaan argued m evidence before the Colwyn 

Co mm ittee, estimating that a cumulative sinking fund starting at 
£ 100 , 000,000 a year won Id do the tnck In Victorian days it was 
sometimes sard that our national debt should be paid off before our 
coalfields were “ exhausted." A vague conception, but based on 
the depreciation fund analogy • 
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in interest is added to the sinking fund, implies a 
steadily diminishing debt charge. Or again, a more 
than fully cumulative sinking fund might be adopted, 
whereby the annual sinking fund was increased by more 
than the annual saving in interest, and the annual debt 
charge consequently increased from year to year. The 
second type, that of a constant sinking fund, implies a 
steadily diminishing debt charge So, a fortiori, does 
the third type, that of a diminishing sinking fund. 

As between these three types, the third, if it is 
practicable to establish it at all, is more likely to be 
politically stable than the second, while the second has 
a similar advantage over the first. All sinking funds, 
planned to continue ovei a term of years, are standing 
temptations to politicians in trouble. 1 " Raiding the 
sinking fund " is a historic pastime. This temptation 
is weakened, if the debt charge is diminishing year by 
yva. MuSiy cwm'aValwesinVi'ng tend, wsv&ct which tvo 
such diminution takes place, has always been found to 
place an impossible strain upon the financial rectitude 
of politicians. Such a scheme degenerates into a mere 
exercise in hypothetical arithmetic. The most that 
can be attempted, with any hope that it will endure 
throughout its planned course, is a partly cumulative 
sinking fund. The British debt, under Mr. Churchill’s 
plan, would only have been extinguished in fifty years 
by a fully cumulative sinking fund maintained 
throughout that period. A constant sinking fund at 
the level of 1928 would have taken not less than a 
hundred and fifty years to pay oS the British debt I 

1 It ij, of course, a further argument ut favour of a special debt- 
redemption levy that, by making a clean and speedy job of repay- 
ment. it remove* there temptationa. 
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Gum* XXIV 

THE CONVERSION OF PUBLIC DEBTS 


I X. It is sometimes possible to reduce tie annua 1 
Interest payments on pubic debts by conversion 
operations. Conversion u not repayment ; it is only 
the exchange of new debts for old. But. if the interest 
on the new debts is less than the interest on the old, the 
immediate burden of debt is reduced. Whether the 
burden is reduced in the long run depends also on the 
other conditions of conversion. In this chapter I deal 
only with voluntary conversion, involving no breach, 
or unilateral revision, of loan contracts. I leave 
compulsory conversion, involving such revision, for 
some further mention in Chapter XXVI. 

Voluntary conversion may trie place, either when 
debt actually matures for repayment, or by the 
voluntary acceptance before the date of maturity ol an 
offer made by the public authority to its creditors- 
Generally, a reduction of interest charges through 
conversion is only possible, if the credit of the public 
iu than ty has improved between the date of creation 
>f a given debt and the date of its conversion, or. in 
>ther words, if the rate of interest at which the public 
mthority can borrow has fallen during this period. 

/, on the other hand, the rate of interest has risen, 
on version operations will increase the interest charges, 
n this latter case we may speak of upward conversions, 
om lower to higher rates of interest, as against 
own ward conversions from higher to lower rates. 

»s* 
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§ 2. It is a common error to suppose that conver- 
sion operations have been an important factor in 
reducing the burden of public debts in the past. They 
have, in fact, been quite unimportant, chiefly owing to 
the comparatively small variations in the rate of 
interest over long periods. Thus in this country 
" during the nineteenth century conversion gave very 
little relief. . . . The only refunding operation that 
made a saving commensurate with the effort involved 
was Goschen's in 18S8 and and this only 

resulted in a reduction of less than £1,500,000 in the 
annual interest charge at that time, and a further, but 
smaller, consequential reduction in 1903. Similarly, 
the effect of conversion on the interest charge was 
practically negligible after the Great War until 1932.* 

In that year £2,000,000,000 of War Loan were 
converted from 5 per cent, to 3l per cent., making an 
annual saving in the interest charge of £30,000,000. In 
absolute terms this is the biggest feat of its kind in 
financial history. But relatively the saving in v the 
interest charge is Uttle more than one-tenth. The 
success of this conversion exceeded many expectations. 
But the way was well prepared for it by a combination 
of three factors, bad trade, a Treasury embargo on new 
loans, and heavy purchases of gilt-edged securities by 
the banks. All these three forces drove down the rate 
of interest, and the first two drove down employment 
also. There is a constant tendency for th e British 
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of conversion, as of ^^“ Up ' ed with prospects 
employment. This is a eon t ^ 5 eneraU /* than with 

-d show^ a Pcn,rted se^ S ^^° n U ^ aCtl ' M ' 
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conveirion'doa'no't u^Se through 

consequential Joss nf _ COUntry af tie present time such 
a quarter and a fifth e , Venue WouW amount to between 

w w a < SSctss: 

values, such a, Lth7uril°' “ SBSed ™ 
contain by a P" 1 * authority may 

ac7pla„ce h v '°" S ,' Vh,Ch - lb °”S'> “0 it, 

an itnmediatf '"v 55 * 015 “ d may even facilitate 

«‘= b-*n of the debt, ye, 
of new^iibit blmie h ovcr a term of yean. The issue 
redeemed at ™T,T * “ t “ v >' but ,0 bo 

an issue nnt P * • the most obvioU5 example. Such 
debt whirh °” ■P. u,cr ® ases tbe nominal capital of the 
i,nporta„ c l\ ° ften contended, is af no real 
but increases the sum which will have to 
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be repaid ia the future. For such securities will 
gradually rise to par, as the date of repayment 
approaches, even if the rate of interest does not fall. 
And, if it fails, they will rise all the faster. Such issues, 
therefore, are popular with investors out of proportion 
to their yield in interest, for they carry a practical 
certainty of capital appreciation which, in most 
countries, is free of income tax. But, for this very 
reason, they increase the ultimate liability of the State 
and are a thriftless discounting of the future, for which, 
equally with the present, the statesman is a trustee. 
They are condemned, as unsound finance, by most 
competent authorities, but they have been a common 
feature of British post-war conversion operations. A 
very gross example was the 3l per cent. Conversion 
Loan issued in 1921, when Sir Robert Home was 
Chancellor of the Exchequer, and not redeemable before 
196X. £163 of this loan was given in exchange for £100 
ol maturing debt. This loan was quoted at the start 
at 63 and by 1932 had risen above par, thus having 
realised in eleven years a capital appreciation of more 
than 50 per cent.' 

Another form of the same objectionable device is 
the issue of new public securities at or below par, to be 
repaid at a substantial premium. Similar objections 
apply to other special inducements to lenders, such as 
exemption of interest from income tax. A clean and 
beneficial conversion will either reduce the interest 


• " The Conversion Loin tad 1 suitd reception in the City 
yesterday. ... It was argued that to put British credit on a 
Si per cent, basil tor »t least forty yean was ext xvrsgwt finance 
But the greater the troth o( Uni criticism, the greater are the 
advantage* of conversion." (Jlu Ttmts City Editor. Apnl ijth, 
« 9 «) 
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charge without appreciably increasing the capital si 

o be eventually repaid, or will reduce the capil 
without appreciably increasing the interest, or w 
reduce both interest and capita] simultaneously. ; 
follows that, though new issues at a heavy discour 
s ould be barred, there is no objection in principle t 
taking advantage of a fall in the rate of interest, h 
order to make a new issue at a premium, to be repaic 
at par, provided that the annual interest charge is not 
appreciably increased. But. in fact, such issues are 
not made, for they appeal neither to the investor, who 
dislikes the prospect of capital depreciation, nor to 
the finance minister intent upon his neat annual balance 
sheet. 

To compare the merits of two alternative con- 
versions of the same debt, we must compare the total 
burden over a given period, adding the sums required 
for repayment of principal to those required for pay- 
ment of interest, and making a further allowance for 
untaxed capital appreciation, if any. Such a com- 
parison, made at the time of conversion, will, of course, 
involve estimates of future price movements. 

§4. The relation between sinking fund policy 
and opportunities for beneficial conversions, has been 
disputed. Thus it is believed in the City of London 
that a large sinking fund strengthens British credit, or, 
in other words, tends to lower the rate of interest at 
which the British Government can borrow and to raise 
the market value of British Government securities, 
thus facilitating conversion. This belief is a simple 
deduction from the fact that a large si n k in g fund 
implies a large demand, operated by the Treasury, 
for British Government securities on the Stock 
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Exchange, or, alternatively, large repayments of 
maturing debt which release private funds (or 
reinvestment in a similar type of security. 

But it has been argued, on the other side, that this 
belief is an insular delusion There is a world rate of 
interest, it is said, for gilt-edged securities and this rate 
cannot be appreciably influenced by variations in a 
sinking fund in any one country. Even a sinking 
fund, which was very large relatively to the British 
Budget, would be very small relatively to the total 
world supply of gilt-edged securities. The inter- 
national mobility of funds seeking safe investment, and 
the magnitude of the world market, will reduce any 
British sinking fund to insignificance. Opportunities 
for conversion are almost solely dependent, therefore, 
on a fall in the world rate of interest 

This dispute turns on questions of fact, and the 
tacts, on the whole, stem to be on the side of the City . 
There is not yet, in any real sense, a world rate of 
interest. There is only a force, much weakened by 
existing restrictions on capital movements, which tends 
to diminish wide differences between national rates of 
interest The rates at which various national govern- 
ments borrow, on comparable terms, differ considerably. 
It follows that a large sinking fund is a genuine aid to 
conversion, though a still more powerful aid would 
be a fall in the general level of rates of interest, 
which are related, though not equal, throughout the 
world. 

But conversion is no substitute for repayment, if 
our aim is a substantial reduction of the burden of 
public debts. It is only a somewhat weak auxiliary, 
and such strength as it has is partly dependent on a 
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vigorous policy ol repayment being simultaneously 
pursued 

5 J Hie floating debt raises a special problem. 
Hy <!-::«! tion it it in a continual state of conversioa. 
fWt should it be converted into fresh floating debt, or 
landed into debt at moderate or long tenn? The 
decision at any given time turns partly on the relative 
height of the short and long term rates of interest. If 
the former is above the latter, there is a clear economy 
in funding ; in the contrary case such an operation will 
increase the interest charge. But. if the short terra 
rate seems likely to rise, funding may be an economy 
in the long run, though not immediately- 

The decision al>o turns partly on the sir* of the 
floating debt. A large floating debt may embarrass a 
government, subjecting it too much and too con- 
tinuously to the caprice of lenders. On the other hand, 
too rapid a reduction ol the floating debt may, by 
reducing unduly the volume of short term securities. 
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INTER-GOVERNMENTAL DEBTS 

5 X. A special class of public debts are those owed 
by one national government to another. 1 These are 
external debts for the debtor governments, and the 
communities they represent, but public assets for the 
creditor governments and communities. Such relation* 
ships between governments arose as a result of the 
Great War on a scale and io a variety unparalleled in 
previous history. . 

Most oi these inter-governmental debts fell, as 
regards origin, into two groups. The one consisted 
of debts imposed by the Peace Treaties upon the 
defeated, in favour of the victorious, States. The other 
consisted of debts imposed, by arrangements made 
among themselves, upon the poorer, in favour of the 
richer, victors. The former might have lost more lives, 
but the latter had lent more money, in the “ common 
cause.” Similar arrangements, provisionally made 
between the defeated States, were swept into oblivion 
when defeat overtook them. In an examination. frorO 
a Strictly economic point of view, of inter-governmental 
debts, their origin may be disregarded. Historically 
some may be debts lor services, other for disservices, 
rendered. But the question is, not on which side did 
men. or did their fathers, fight year* ago. but are they 
debtors or creditors to-day i 
> Alla »V kS tsK^tn O. XUU.|«. 
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'* ‘torna*. And »(uf art lit tccnormc 
*J.ccti. 0 / actual payments ? 

i=l«I* of cltbf pajTKau. 
‘"'•rot or fribdjal tan. on. 
Jo»«n..x„i anolht,. There o. first, the aspect of 
£ “ f *“»«<«. «o*l Ihoarpttt of private finance 
ho tit i> pubfa: finance is concerned, 
the pmrrom lively umplt. A debtor government. A, 
jraadm purchasing power to a creditor government, 
m «f^se only a receipt In A‘s national 
lulance sheet there is. in consequence, an item of 
expenditure, in Bi an equivalent item of rest nue. 

A u accordingly complied to increase taxation, or to 
borrow more, or to reduce other expenditure, while B 
U enabled to reduce taxation, or to borrow less, or to 
increase expenditure. And. apart from remote 
reactions, this is all 


§ 3- But the second aspect is less simple. A must 
obtain from individuals the purchasing power to be 
transferred, B must pass on the purchasing power 
received to other individuals, and the purchasing 
power, in the course of transfer, must be changed from 
A s currency into B’s. These three processes give rise 
to a number of transactions within the sphere of private 
trade. The third process, which may influence the 
rates of foreign exchange, will be considered separately. 
But the first two may be taken together. 

Their effect must be as follows. Over a period of 
years the debtor community must build up an “ export 
surplus," or, in other words, must part with a quantity 
of exports unbalanced by imports. The creditor 
community must likewise accept an import surplus. 
But the period, during which these surpluses will 
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actually ctnc rge. mav <hflrr from the pfiiixl d tiling 
uhich inter-govrmmcntal debt pmncnt* air txmg 
made. In particular, the former period may Wgw to 
run at a Liter date than (lie latter. and may run longer 
Thi* divergence wall l>e rained by furtl.er external 
borruwirg by A. or by «u national*, or. on the other 
hanj. by further external lending by II, or bv it* 
national*. Thu» the Criman Government paid repara- 
tions under the Dawes Sch-me for several year*, while 
the German trade lialar.ee showed, not an export, but 
an import, stirjdus. Tin* wa» because large loan* were 
made by American and other foreign investor* to 
German muniajuhtie* and private enterprise* The 
emergence of an export turjdus might be postponed 
indefinitely by continuous imports of capital based on 
new loans from abroad, but only at the cost of heaping 
up an indefinitely large ultimate liability. As this 
ultimate liability grows, relatively to the resources of 
the debtor State to discharge it. new external Joans will 
become more and more difficult to obtain. The 
emergence of an import surplus might likewise be 
postponed indefinitely by the continuous export of 
capital on a sufficient scale. But, in fact, as recent 
history shows, there is an element of economic instability 
In such postponement*. 

54- I turn to the third process, which operates 
through the foreign exchanges. The unilateral transfer 
of purchasing power from A to B, where currencies 
differ, causes an increased demand for B’s currency in 
terns of A's. This tends to lower the value of A’s 
currency and to raise that of B's. If, by means of a 
gold, or gold exchange, standard, or by other moans, 
any currency, is effectively stabilised, the tendency for 
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(Cl vofus to fluctuate. it) terms of another currency 
wfuch »» ala* rtfretivrly jubih^ed, ii held in checi, and 
Hi* effect al i ir.be payment* is re fleeted so My in lie 
tratfe baiir.ee* of the two communities. There ii then 
no separate and appreciable e'dect of debt pajmecti oa 
the rate* of forest* exchange. But, if there is no 
effective stabilising mechanism for A'» currency, and 
the effectiveness of any mechanism will depend upon 
(he strain to which it u subjected, there is danger of a 
serious depreciation in the value of this currency, with 
evil come^uencei both to debtors and creditors. 

The possibility of such a danger was recognised by 
tluvauthors of the Dawes Scheme, who provided for a 
“ transfer fund “ into which the German Government 
should pay its reparation obligations in marks, but out 
of which payments should only be made in francs. 
pounds and other creditor currencies, so long as the 
stability of the mark was not endangered.' 

5 5- The paradox has been maintained by certain 
writers that, as between nations, it is not only more 
blessed, but economically more advantageous, to give 
than to receive. War indemnities, it has been held, 
damage the recipients, and it has even been suggested 
that they may benefit the nations which are compelled 
to pay,* This argument conflicts with the common- 
sense view that to obtain something for nothing is an 
economic gain, and that to part with something for 
nothing is an economic loss. It also implies that the 
ownership, by some of its members, of investments 

■ In earlier time* the thing loo’irJ mnfler. Anatnt Rome, 
when the demanded tribute* ol com from Egypt ”<hd not *** 
whether Egypt hid an export iurplu* or not ; SO* nude her ture 
one " (Canaan. Economic Journal. Sept., >911. P- 377 1 
* Compare Ch. XXII, I*. • 
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abroad is a source of economic loss to a community. 
It points to the conclusion that a Sow of imports, 
unbalanced by exports, is to be deplored, while a flow 
of exports, unbalanced by imports, is to be welcomed. 
But this conclusion stinks of the crudest protectionist 
and mercantilist fallacies. Moreover, while miscon- 
ceiving the private trade aspect of debt transactions, 
it wholly loses sight of the public finance aspect. 

The paradox, indeed, in its general form, rests 
upon gross intellectual confusions. In its conflict with 
common sense it is an obvious loser. But, in certain 
special circumstances, it contains an element of truth. 
A creditor community may suffer a wasteful dis- 
organisation of its economic life through the payment 
of debts due to its government. For a large and 
sudden increase of imports, or decrease of exports, 
may cause serious depression and unemployment in 
industries producing those commodities, of which the 
imports increase or the exports diminish. This is the 
more likely to happen the more immobile, as between 
different employments, are the labour and capital 
affected, and the more similar is the national economy 
of the debtor community to that of the creditor. Thus 
the payment of reparations by German}', by means of 
an increased export of coal, will tend to Cause unemploy- 
ment in the British coal industry, particularly since 
labour in this industry is in a high degree immobile. 
It is a matter of indifference, so far as this argument 
goes, whether the German coal is sold in this country 
or, as is more likely to be the case, in foreign markets 
previously supplied by us. Similarly, the receipt of 
debt payments by the "United States, which result in 
a decreased export of American cotton, will tend to 
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C 4 u,« dcpre&uon among American cotton-growers. 
{*»rr<ciiiarly it (hey cannot eauly turn To the cultivation 
of other crop* It U posable, of course, that tie 
!<-ctraa:<i foreign demand lor British coal or American 
utton will l>o replaced by an equivalent increase of 
e.-iund in the home iiurket. due to the additional 
urch-ui££ power received through the debt payments, 
f tUu happen*. there U no resultant unemployment. 
; ut such precise coincidence* are rare. Again, if the 
ational economies 0/ the debtor and creditor 
immunities are widely dissimilar, the risk 0/ 

1 employment u much reduced. Increased imparts 
! rice or ol tea into this country. lor example, would 
»ve no direct tendency to cause unemployment, for 
e have ia this island neither rice fields nor tea 
dotations. 

If the receipt of debt payments causes industrial 
sorganisation and unemployment in the creditor 
mm unity, the cost ol these evils must be debited 
airnt the direct advantage ol the receipt. And it is 
accivabie that, in some exceptional circumstances, 
s result may be a debit balance. But this result is, 
general, unlikely, particularly if the debt payments 
itinue over a sufficiently long period to allow the 
organisation • gradually to disappear. Moreover, 
organisation, due to a large and sudden change in a 
imunity’s trade balance, is likely to be just as 
ous when debt payments cease, as when they begin, 
night, therefore, be argued that, once begun, they 
uld continue, in the interests of stability, forever, 
booking at the question from the other side, we 
’ allow that an increase of exports from a debtor 
munity, or a diminution of imports competing with 
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some of its domestic industries, may cause a stimulus 
to certain branches of its trade. But this is seldom a 
stimulus to its economic life as a whole, but only to 
some branches at the expense of others And against 
any such stimulus is to be set the direct loss of making 
the debt payment. A balance of economic advantage 
here is almost inconceivable 

§6. Another fallacy, which has obtained some 
vogue, may also be noticed It is sometimes said that 
the imposition by B, the creditor community, of a 
heavy tariff on imports from its debtors, such as A, 
prevents the payment of an inter-government debt from 
A to B. This is not true, even if the tariff diminishes 
the imports of B from A, and even if we exclude the 
possibility of capital exports from B. For B may still 
obtain a sufficient import surplus, in spite of diminished 
imports from A, either by sufficiently increased imports 
from elsewhere, or by a sufficient reduction of its own 
exports. Further, if the possibility of capital exports 
is admitted, payment of the inter-governmental debt 
may take place, while B has, not an import, but an 
export, surplus. The creation of new private debts 
abroad may outweigh, in B’s trade balance, the effect 
of the repayment of old public debts. But repayment 
may, none the less, be proceeding steadily. 

It is possible, moreover, that the imposition of a 
tariff by B may result, not in A and other debtors 
paying less, but in their actually paying more, in terms 
of goods and services, than they would otherwise have 
paid. For the incidence of the duties imposed by B 
may be largely upon A. This is likely, indeed, to be the 
case. For the fact that A must make unilateral 
payments to B reduces the elasticity of supply of 
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exports from A to B, and this tends to shift on to A the 
incidence of duties imposed upon such imports by B. 
It is likely, for example, that duties imposed by the 
United States Government on imports from its debtors 
were largely paid by the latter, and it is possible that 
duties impost on German exports by her cret ^_^ 
governments were partly paid by the Germans. This 
does not mean that debts due to the United States, or 
due from Germany, could not be paid. It means, o 

thecontrary. that somethingadditional was paidaswaL 

67 In the preceding discussion modern inter- 
governmental debts have been studied exclusively m 
the light of economic principles. But it “ 
that the economist should not, by too great co 
Hon on theoretical analysis, lose ^together 
wonder. The course o( even!, sn.ee 191S in “ 
these debts is one of the most astoouhmg Uunp m 
economic history. It ..as an an,aru.g prosp«t winch 
conironted us, the opening of a strange new cha pters 
intemaUonal relations.- I have grven espresnon 

• See the argument °I Ch. VII, iJ4‘S- , ha.f been 

. t?.. theVmted State. Note-* 

•ettlmg with ter European *^>c“^the Adnlhe and tomth« 

than thirteen ol them, tom the toe u,, hue. Pay- 

Black Sea to the Atlantic. ^ teen ln d ,930 would 

menu had been arranged which bet»«a 9 ^ ^eea 

aggregate more ,th« • 

195 1 and 1935 to nearly two ouuon a d Germiay > total 

from dimiQtnhing. would be in I*** 
of unpaid compound intereat 1 ®}|!L Uahihtie? to what then reeled 
replaced the Dawea Plan, reduced her habOiue* to 
quite tolerable figure*. 



INTER-GOVERNMENTAL DEBTS 297 

elsewhere to some general reflections on this subject 1 
and I think it permissible to reproduce them here. 

" Facts keep moving on. Huge paper obligations, 
which seemed a few years ago like unsubstantial 
economic nightmares, wholly incapable of enforcement, 
have been rapidly assuming solid shape. Reparations, 
on a large scale, are being punctually ^aid by Germany, 
and passed on by the recipients, with additional 
payments from their own resources, to the United 
States. Let us look at the picture from the other angle 
In America, as Professor Moulton tells us,* ' a cycle 
of discussion and negotiation has practically been 
completed. Between 1921 and 1926 a whole series of 
debt and reparation settlements has been negotiated, 
and practically all the important outstanding obliga- 
tions have now been funded and regularised with 
definite annuity payments provided. Aside from the 
Russian debt, only a few minor obligations remain 
unfunded, although the French debt agreements with 
both the United States and Great Britain have not yet 
been ratified.' As a result, a large part of Europe, 
victors and vanquished alike, has bound itself to pay 
tribute, direct or indirect, to America for more than 
sixty years, and has actually begun to pay. Within 
this framework of obligations, the poorer nations, 
in most cases, pay tribute to the richer, the nations 
which lost most lives in the war to those which lost 
least. 

* For the United States the war must appear in 
retrospect as a beautiful idyll of thrift, a gigantic 
process of profitable foreign investment, the creation 

1 la my book. Towards ins Fetus of Nations, pa 64-6 

* In tui World War Dell SettUmtnls (Allen A On* id. 1926). 
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of a sure source of income from Europe, which will 
continue to flow across the Atlantic till the present 
century is almost at an end. Unborn Americans will 
wax fat on the labour ol unborn Englishmen and 
Germans, Frenchmen and Italians. Already American 
investors are lending to Europe the money with which 
she is to pay what she owes to American taxpayers, 
so that America is able to charge interest twice over 
on the same debts 1 ilr. Wells in the second volume 
of The World o] William Clissold has a passage which 
depicts this situation. ' A golden incarnation of Vishnu, 
the creditor spirit, rules America, as they see it from 
these broken European countries, rules America 
absolutely, sitting upon a Treasury full of gold. 
Indeed, the American Vishnu sits, in this vision, like 
a golden weight upon all the world, smiling gold 
stoppings at the figure of Hope.' 

" To some this situation will seem morally 
monstrous ; to others it will appear as a solemn and 
majestic vindication oi the sanctity ol contract But, 
however this may be, thero are grave doubts as to its 
stability.” 

That was in 192S. But the phase of actual 
payments was short. In 1934, in another book,' I 
wrote of these intergovernmental debts that “ lb* 
crisis is washing them all away. The ' solemn engage* 
ments ' of the Germans at Versailles in 1919, of Mr. 
Baldwin at Washington in 1923. of the French and 
Italians to Sfr Churciiili in 1923 and *9-6. all tl-eaf 
oral many others hta them, are swirling down tU 
stream, following, after an interval of -oirastifteenjeat*. 
the pronav^ry notes of the last of the Koiianvlf*. 
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BALANCING THE BUDGET 


§ i. The common conception of a " balanced 
budget "‘is that, over a period of time, revenue exceedj, 
or at least does not fall short of, expenditure. If 
expenditure exceeds revenue, the budget is said to be 
" unbalanced.”* In Chapter III, § r of this book, I 
touched this question in passing. In this chapter I 
shall explore it more in detail. 

That budgets should be balanced is often regarded, 
not only as an unquestioned precept of finance, but as 
a moral precept as well. It is enunciated by orthodox 
financial experts with a cold puritan pride. In this 
country this moral sentiment, reinforced by a primitive 
and widespread fear, artificially stimulated, of the 
consequences of an unbalanced budget, reached a high 
pitch in 1931. By means of large economies and more 
taxation the budget was duly balanced. But in 1933 
this sentiment had so far weakened that an influential 


1 Tli* won) " budget," it apph* d to public finance, 
by Canaan to id inooymouj pamphlet, entitled Tit Dud/H Oti<uc, 
•tucking the policy ol Walpole while Chancellor ot the 
and likening him to a clown opening hit hag of trick* aoJ deception 4 - 
The phrue etude and in tuna turned anodyne. “Opening 
iiudget " it now the moit official Parliamentary language. 

* ThU it common usage Oat it would be note logical to _J~ 
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the hedge* " balanced." only when arpea dilute erectly equalled 
revenue, and " unbalanced ” when, at wouJJ practically •!■*)* “ 
the caae. either exceeded the othe r . We might then dullngui*® 
between an " overbalanced " and an " under ball nc el boogtt. 
according M revenue wu greater or lot than expenditure. See nf 
Chapter II in Part I of Vm. buUncti DuJfls tot a gucuauoo « *" 

d e finition ot - balancing the budget." 
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accounting , period there is no increase in the net 
deadweight public debt. 

What, however, should be the length of the 
accounting period ? There is no special virtue in a 
year, though this is the most usual period. " It is a 
mouldy fallacy,” says Professor Jacob Viner. " that, 
regardless of circumstances, the government must 
balance its budget in each year. Why not in each 
month, or week, or hour ? “* Where administration is 
weak, or financial control apt to be slack, there is 
something to be said for a shorter period than a year. 
But, in general, there is much more to be said for a 
longer period. It may be argued, for example, that 
there is some gain in keeping rates of taxation stable 
over a longer period, so that, if expenditure fluctuates 
within moderate limits, annual deficits and surpluses 
may roughly balance over a term of years. Similarly 
a variable sinking fund may be used as a buffer to keep 
rates .of taxation stable. But, so long as the sinking 
fund does not become negative, the annual budget 
remains balanced, though with a variable surplus. If. 
on the other hand, expenditure is stable, and still more 
if it is higher when trade is bad than when it is good — 
as with expenditure to maintain the unemployed and, 
in terms of commodities, with all expenditure fixed in 
terms of money, in so far as prices rise with good, and 
fall with bad, trade — variable rates of taxation to 
balance the budget annually mean rates varying 
inversely with general prosperity, and hence with 
taxpayers’ ability'' to pay. Thus it has been argued 

> In an address on Inflation at a Posstbb Remedy for tie Depret- 
t<o*. delivered at, and published by, the University ol Georgia, 
hUy, ijjj. 
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that " our existing budgetary procedure is ppen to the 
serious objection that the measures which will balance 
this budget are calculated to unbalance the next, and 
vice versa."' Some American economists have proposed 
that the accounting period should coincide with that ol 
the trade cycle, surpluses being used to repay debt in 
years of boom, and deficits met by borrowing in years 
of slump. But such a plan assumes both foreknowledge 
of the course of trade and power to resist demands, 
whether for tax relief or more expenditure, when trade 
is good. These are large assumptions. 

None the less, there is a strong case for lengthening 
the accounting period beyond one year, or, at least, in 
judging, and encouraging public opinion to judge, a 
series of annual budgets as a whole, rather than 
separately. This conclusion goes some way towards 
answering the question, '* Should the budget be 
balanced ? ’ Clearly, in the long run, it must be. 
unless we are prepared to contemplate an increase, 
unlimited both in time and in amount, of the dead* 
weight debt. And such a prospect is dearly intolerable, 
even if lenders were willing. But, in the short run, 
measured in terms of a year or two, the budget need not 
be balanced. This proposition is true in two different 
lenses. First, an annual deficit or two will not, of 
hemselves, cause any great disaster.* And. second, 
ublic policy may sometimes deliberately and 
gitimately wcur temporary budget deficits in the 

* Kryort. Sl4**t *> PrpifW- v »l 

* or it/ ctu/cua < «»■ ,<,« j u> («,•» i«a 

i wbM live*, were Util UW,t ■„ u c,tu(iv|.0. 

ia WJ utwer i, tie /reel »s}ntUf ot tuyere ®»«# ISewv/U 
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pursuit of larger aims, notably an increase of employ- 
ment through an expansion of credit 

But there is an important qualification to be made 
Budget deficits, even in the short run, must not be 
excessive. The practical question is, not only how 
long, but how ifiuch, a budget is unbalanced. If 
deficits are either so frequent or so large as to give the 
sense of a financial situation out of control, the results 
may be very damaging. And these results depend, not 
only on the facts of the situation, but on opinions, 
whether false or true, about the facts. 1 It is a fallacy, 
as I have pointed out above/ that an unbalanced budget 
necessarily leads to inflation. It will only do this, if 
the government resorts to the printing press to cover 
the deficit, either directly to meet its own expenditure 
or indirectly to support inflationary bank loans to itself. 
If the government covers the deficit by ordinary loans 
or by the sale of public assets, there is no inflation. 

Some measure of inflation may, of course, form part 
of policy, and appropriate steps be taken to promote it. 
But it must be kept within bounds and under firm 
control, and must meet with early and visible success, 
or it may result in a flight from the currency and other 
symptoms of distrust. To deal effectively with these 
15 troublesome, though, as experience in several 
countries shows, not technically very difficult, given 

, * Thu question of opinion and of " confidence ” 19 interesting, 
out I cannot pursue it here. On its relation to the British " financial 
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the value of gilt-edged securities, raises the yield of 
taxes based on capital values, such as death duties. 
But these are very insufficient compensations to the 
budget. 

The fall of prices, on the other hand, has no 
immediate effect on that large part of public expendi- 
ture which consists of fixed money charges. It has 
some effect, though much even of this is delayed, upon 
public expenditure which varies with prices, such as 
the purchase of stores, or wages and salaries on a 
cost-of-living sliding scale. But, as against this, the 
cost on public funds of maintaining the unemployed, 
however low the level of maintenance, rises as their 
number increases. 

Expenditure, in short, is much more rigid than 
revenue. This works both ways. Just as a fall in 
fvv 63 * Jree ^ s deficits, a rise in prices breeds surpluses. 
Whatever its other effects, from the point of view of 
balancing the budget, a moderate measure of inflation 
has much to commend it. 

§ 4. To stop budget deficits, or at least to keep 
them within reasonable bounds, there are, indeed, two 
possible types of policy which may be adopted. The 
first is deflationary, the second inflationary or, if a 
erm be preferred which emphasises the fact of past 
deflation, reflationary. The first accepts the fall in 
pnces, together with the possibility of further falls, 
fnd, on this basis, seeks to reduce expenditure and 
increase revenue. It aims at balancing the budget by 
direct means. The second seeks to reverse the fall in 
pnces, and relies lesson economies than on stimulating 
trade and thus increasing revenue. It aims at balancing 
the budget by indirect means and is generally willing to 
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the influence of the government, by economies in public 
capital expenditure and in private expenditure, both 
capital and current. This jvas a stupid blunder, due 
to gross mental confusions over the meaning of 
" economy ” and of “ balancing the budget.” For loan 
expenditure on public works, as pointed out above, 
stands outside the ordinary budget and there is no 
public economy in checking private expenditure, either 
capital or current, during a trade depression On the 
contrary, the effect of this blunder was to slow down 
the circulation of money, including bank deposits, and 
thereby to reduce prices, prolong stagnation, increase 
unemployment and diminish public revenue Such 
conduct was exactly wrong. It worked against the 
success of the policy which it was designed to aid. 

The second policy is " expansionist,” as the first is 
” restrictionist.” It has been tried by fewer countries 
and affords less evidence, as yet, either of practical 
success or failure. It involves, in the absence of a 
generally accepted international monetary system, the 
national abandonment of the gold standard and the 
acceptance of exchange depreciation. It aims at 
raising prices and generally includes large loan expendi- 
tures for public works and sometimes also for current 
public expenditure. It seeks to speed up the circulation 
of money, to stimulate trade by increasing purchases 
and to avoid the more brutal and socially dangerous 
'* adjustments ” of the deflationists. 

§ 5 . These two contrasted policies for escaping 
from unbalanced budgets correspond to two wider 
policies for escaping from the Great Depression. Given 
an excess, at many points in the industrial field, of costs 
of production over selling prices — and this is the 
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essential characteristic ol depression— the first policy 
seeks to reduce costs, the second to raise prices. At 
first sight both seem equally reasonable. On closer 
examination each has its own difficulties. But, given 
the actual institutions and temper of the present age, 
the second seems the less difficult. It meets with feiaer 
human frictions and other obstacles inherent in our 
present economic arrangements, and it gives easier play 
to the more obvious forces making for recovery. But 
we are here on the fringe of problems lying far outside 
the sphere of public finance as commonly delimited ; 
the causes of industrial fluctuations under modern 
capitalism, the effects of alternative monetary policies, 
the possibilities of economic planning, projects of great 
changes in the social and legal framework of economic 
activity. On ali these subjects new thoughts and new 
experiences multiply fast. They will bear their fruits. 



NOTE ON BOOKS 


Every writer, who aims at organising a general discussion 
0 f Public Finance, must be conscious of a conflict between 
two personalities, those of the practical and of the analytic 
man. Moreover, in seeking to compose this conflict, he is 
m danger of getting the worst of both worlds, missing both 
the perfection of theory, boldly guided by pure reason, 
and the wisdom of statesmanship, cautiously guided by 
administrative officialdom. Public Finance lies very dose 
to practical politics. It is, in this sense, the most live branch 
of economics. Its precepts and its formula; may change, 
at the wave of a politician's wand, into the clauses of an 
Act of Parliament. Here, more easily than anywhere else 
in economics, theory and practice may either play into each 
other's hands, or remain at cross purposes. Studies in 
Public Finance have, for this reason, a spedal fascination, 
but for the same reason an excess of abstraction is apt, in 
this sphere, to seem especially unreal and an excess of 
conventional rule-of-thumb especially half-witted. 

It is a peculiarity of English economists that, unlike 
their American, French, Italian and German brethren, 
they seldom write general treatises on Public Finance. 
Bistable's Public Finance, until recently the only Urge 
systematic book on the subject published in England in 
modem times, is out of date in many respects, as a result 
of later developments both in theory and practice. On 
the other hand, much has been written by English 
economists on the subject of taxation and a good deal on 
the subject of public debts. But, a* I have pointed out 
above, the theory of public expenditure has been greatly 
neglected. Professor Piguu's Study t* PuUtc Finance it an 
important book, but only professes to cover selected parts 
of the field. Valuable fragments of a theory of public 
expenditure will also be found in his Cce^’^rs ef ii el/an. 
Parts V and VI, in Sidgwick's . P Uiitcal 
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present a variety of facts and opinions concerning recent 
problems. 

Turning from books to government publications, the 
student will derive profit, and perhaps also some amusement, 
from comparing the answers to an official examination 
paper set to various civil servants, professors and other 
eminent persons in 1899, published m the blue book on the 
■ Classification and Incidence oj Imperial and Local Taxes. 
These examinees were fortunate in being allowed ample 
time for their answers and unlimited access to books and 
Papers I Reference should also be made to the Reports of, 
and Evidence before, the Sc/eef Committee on the Income Tax 
(1906), the Royal Commission on the Income Tax (1920) and 
the Colwyn Committee on National Debt andT axation (1927), 
and to the Report of the May Committee on National 
Expenditure (1931). The annual Finance Accounts and the 
Annual Reports ol the Commissioners of Inland Reienue and 
of the Commissioners of Customs and Excise contain 
statistical details. 

American general treatises include Adams' Science of 
. Finance, Professor Plelm’s Introduction to Public Finance 
and Professor Lutz's Public Finance. On taxation Professor 
Sdignun’s writings, especially Essays in Taxation, Pro- 
gressive Taxation and Studies in Finance should be read, 
and the chapters on taxation in Professor Taussig's 
Principles of Economics. The leading modem French 
authority on Public Finance is Professor Tire, whose 
Science des Finances should be consulted. Good Italian 
books are Professor Einaudi’s Ccrso diSnenta della Finance, 
Professor Granani's Istituiioni Ji Sctcnra delle Finance and 
Professor De Yiti De Marco's Pnmi Pnncipn d/W Econcmta 

Ftnanziana. Itignsno'sSocialismotnAccotdoudlaDoZnna 

Economica Liberate and Una Ri forma Sociahxta del Dintto 
Successorio contain his proposals for the taxation of 
Inherited wealth. An English translation, with aa intro- 
duction by Sir Josiah Stamp, is entitled The Social 
Significance c f the Death Duties. In German Wagner's 
Financuntsenscha/l is already classical and Professor Luts's 
Finannn ucnscha/l it one of the most widely lead modern 
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